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Preface 


Do differences in public policies between national political economies 
fundamentally alter economic performance and social well-being? How 
do institutional differences between countries condition the strategies 
of companies? Which institutional differences are the most important? 
Such questions have long been of interest in the fields of comparative 
political economy, business, and economics. They have gained in 
importance as a result of heightened competitive pressures associated 
with 'globalization'. These pressures have forced businesses and business 
scholars - broadly defined - to scrutinize more closely the institutional 
environments in which companies operate 

Whilst many business leaders and scholars have been quick to criticize 
those non-market institutions that firms themselves would be unlikely 
to set up as burdens, others, such as many of the contributors to the 
2001 volume on the Varieties of Capitalism, defended such institutions as 
sources of comparative advantage. In short, non-market institutions 
could, it was argued, facilitate forms of co-operation between various 
actors that were unlikely to happen in their absence. Such co-operation, 
which is said to be distinct from that fostered by more market-based 
political economies, is argued to be a prerequisite for success in certain 
product markets. By contrast, companies operating in national political 
economies that lack such non-market institutions are said to be success¬ 
ful in other markets in which the type of co-operation fostered by more 
market-based systems is regarded as a sine qua non. Thus, the varieties of 
capitalism paradigm focuses attention on institutions and comparative 
advantage. 

This book grew out of a desire to examine more closely a number of 
aspects of that paradigm. First, the main claim of the varieties of capi¬ 
talism paradigm linking certain institutions to comparative advantage 
in different product markets appears to have been inadequately 
assessed within the existing literature. Second, the varieties of capital¬ 
ism paradigm seems to impose too rigid a view of institutions on com¬ 
panies and managers. In short, it appears to grant actors too small an 
influence in shaping their institutional settings and, hence, outcomes. 
This book, therefore, examines not only the spread of key institutions, 
but also their possible effects on outcomes. Finally and relatedly, this 
book was motivated by a desire to contribute to ongoing debates within 
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the business and political economy literatures on institutions and 
institutional change. 

By drawing attention to the institutional settings of companies and 
the ways in which these can be altered, the book seeks to supplement 
the varieties of capitalism paradigm by 'bringing actors back in’. The 
ways in which actors - employers, managers, workers, and employee 
representatives - adapt, and adapt to, their institutional settings will 
obviously have a great effect on the outcomes generally associated with 
those institutions. Thus, the evidence presented here calls for a greater 
awareness of the role of acfors in shaping outcomes: focusing on insti- 
fufions alone will not explain outcomes adequately. 

The implications of this for businesses and policy-makers are impor- 
fant. For businesses thaf view certain institutions as unnecessary bur¬ 
dens, the approach adopted here offers fhe opportunify to learn from 
other companies that have been able either to minimize that burden or 
to adapt so that the institution has beneficial effects for them. The latter 
possibility may convince business to see non-market institutions as 
potential benisons. Similarly, for policy-makers, the approach adopted 
here suggests that their main task need not, necessarily, be about dereg¬ 
ulating those areas of the economy that are likely to offer fhe least polit¬ 
ical resistance, but about identifying ways in which companies have 
adapted successfully to those institutions that other companies decry as 
burdens. 

The arguments put forward in fhis book may be controversial to some. 
It should, however, be noted that this book does not claim to provide 
definitive answers to the questions posed above. Instead, it is construed 
as a complement to existing research, and it is an attempt to open up 
new lines of enquiry and analysis in a number of related areas. 

I am deeply indebted to numerous people who have helped me with 
various aspects of this project. I would like to thank Lothar Funk and 
Michael Kaser for fheir insightful and extremely helpful commenfs on 
earlier draffs of this work. Geoff Pugh and ffeinz Tiiselmann, similarly, 
provided copious feedback fhat was both critical and constructive. The 
comments from all four of them helped me to develop many inchoate 
ideas. Any cogency that the arguments presented here have owes a great 
deal to them. 

My institutional home whilst carrying out much of the research for 
fhis project was the Institute for German Sfudies af Birmingham 
University. This proved to be both a congenial and intellectually stimu¬ 
lating place to conduct research. Conversations with friends and col¬ 
leagues af the Institute and the University enabled me to hone many of 
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the ideas put forward here. To my friends and colleagues there 1 am, 
therefore, grateful. 

My deep gratitude is also owed to Hans-Werner Sinn, whose generosity 
and patience allowed me to spend many enjoyable months at CESifo in 
Munich, carrying out research for this project. The discussions 1 had there 
with Karin Thomsen, Michael Priks, Ulrich Hange, Sascha Becker, Michael 
Stimmelmayr, Christian Kelders, and Silke Ubelmesser - amongst many 
others - helped me to develop thoughts and arguments that would have 
lacked a great deal of clarity and coherence without their help. 

I could not have spent such a lengthy spell in Munich without the aid 
of a grant from the German Academic Exchange Service (DAAD) nor 
could the research have been undertaken without the generous support 
of the Fritz Thyssen Foundation. To both of these organizations, I am 
extremely grateful. 

I would also fain give hearty thanks to Alexandra Schmucker at the 
Institut fur Arbeitsmarkt- und Berufsforschung or the German Institute for 
Employment Research. She always responded to my numerous requests 
to run regression analyses with alacrity and seemingly Indefatigable 
forbearance. 

A part of this book has appeared elsewhere in print, and I would like to 
thank Oxford University Press for allowing me to reprint, in a revised and 
extended form, my publication 'The Varieties of Capitalism: Not Enough 
Variety?', which appeared in 2004 in the Socio-Economic Review, 2 (1): 
87-107. 
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Introduction 


Within the political economy and business literatures, there has recently 
been an increased interest in the effects of institutions on economic out¬ 
comes (Berger and Dore, 1996; Coates, 2000; Hall and Soskice, 2001a; 
Kitschelt et al., 1999; Radice, 2000; Whitley, 1999). Two of the main 
concerns of these publications were the appropriateness of different 
institutions in today's economic environment and, consequently, the 
likelihood of institutional convergence between different national 
economies. Whilst well-rehearsed calls have been made by neo-liberals 
for economic deregulation in many countries. Hall and Soskice (2001b) 
sought to defend economies, such as Germany's, that are marked by the 
presence of non-market institutions. They argued that such institutions 
could provide companies with comparative advantages. Indeed, the 
main claim of the 2001 edited volume on the Varieties of Capitalism was 
that different institutional settings could lead to comparative advantages 
in contrasting economic sectors. This book seeks to assess the validity of 
that main claim by addressing the following questions: 

• Are there patterns in comparative advantage between countries that are 
identified within the framework as either 'co-ordinated market eco¬ 
nomies' (CMEs) or 'liberal market economies' (LMEs) or 'unclassifieds'? 

• How accurate is the portrayal of Germany - the paragon of a CME - 
within the varieties of capitalism paradigm? 

• How much institutional diversity exists both within and between 
different economic sectors in Germany? 

• Have 'institutional entrepreneurs' been able to shape their institu¬ 
tional environment? 

• Is there evidence to suggest that different actors behave differently 
within the same institutional setting? 
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The answers to the above questions have important ramifications for 
policy makers and businesses. For instance, the answers will help to shed 
light on the type of economic policies thaf are the most appropriate to 
meet the needs of society and business. They may also help to highlight 
those areas of economic policy that can be reformed not only most readily, 
but also most effectively. They may also provide explanations of why 
firms in some counfries have been able to succeed in a particular product 
market, whereas firms in another country have not. For businesses, in 
particular, the answers to the above questions may, therefore, signal fo 
fhem the areas in which they are most - as well as least - likely to succeed. 

In seeking to provide answers to the above questions, this study seeks 
both to extend and to deepen previous research in this area. In particu¬ 
lar, despite the fact that the varieties of capitalism paradigm makes 
explicit claims about the links between institutions and comparative 
advantage, this publication is the first to investigate this claim system¬ 
atically at the sub-sectoral level. (See Fioretos, 2001, and Paunescu and 
Schneider, 2004 for the use of comparafive advantage data at a relatively 
highly aggregated level.) Moreover, this publication seeks to provide a 
comprehensive assessment of the spread of institufions that are of car¬ 
dinal importance within the varieties of capitalism paradigm. These data 
have been overlooked within that literature. This descriptive data will 
lead to an empirical examination of the link between institutions and 
certain establishment-level outcomes that can be expected if fhe variefies 
of capitalism theoretical framework is correct. An assessment of fhe 
empirical validity of the concept of complementarity, which underpins 
many of the arguments within the varieties of capifalism paradigm, will 
also be carried ouf as part of fhis examinafion of fhe link befween institu¬ 
tions and outcomes. This represents the first attempt, within the studies 
into the effects of labour-market institutions, to assess this concept with 
data at the sub-national level. (See Hall and Gingerich, 2001 for a relafed 
assessment at the national level, of the concept of 'coherence'.) 

Context 

Over the last decade and a half the way that Germany's political economy 
has been perceived has changed dramatically. The economic model of 
the Federal Republic of Germany was viewed as the foundation upon 
which its 'economic miracle' was built in the post-war period. As 
recently as the 1980s, West Germany's economic performance was seen 
both at home and abroad as a great success story (Paterson and Smith, 
1981), and its political economy was one that other countries were 
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encouraged to emulate. However, Germany's recent economic record 
has tarnished its longstanding reputation as a country whose economic 
policies should he imitated (Green and Paterson, 2005a). This poor 
record extends to high unemployment, relatively low employment, 
creaking welfare systems, comparatively low levels of inward direct 
investment, high levels of direct investment abroad by German companies 
(cf. Allen, 2002a; Tiiselmann, 1998) and large budget deficits. 

For neo-liberals the plight of Germany over the last 15 years is 
emblematic of the problems that will result if economic policy reforms 
are not undertaken. Such reforms should, in short, aim to deregulate 
policy areas - including labour markets (Esping-Andersen and Regini, 
2000; Lange etal., 2001) - so that the market is given greater prominence. 
Without such reforms, companies, they argue, will find it increasingly 
difficult to compete, and jobs and economic growth will suffer as a 
result. These arguments are often bolstered, inter alia, by references to 
the superior macro-economic performance of countries - in terms of 
economic growth, employment levels, and inward direct investment - 
that conform more closely to the precepts of neo-liberal economics; that 
is, to the United States and the United Kingdom. Neo-liberals would 
argue that the need for reforms in many highly regulated economies 
stems from the increased (and increasing) competitive pressures on 
firms. These heightened pressures have been caused by the spread of the 
capitalist system and the decrease in the barriers to trade. 

This need for reform in relatively highly regulated economies has not, 
however, been accepted by everyone. Hall and Soskice (2001a) and others 
have sought to defend those economies that do not conform closely to 
the precepts of neo-liberal economics by arguing that regulations and 
non-market institutions can create benefits for companies. These benefits 
are viewed as essential in helping firms to gain comparative advantages 
within certain product markets. Such arguments are driven, in part at 
least, by countries, such as Germany, having very strong export records. 
Indeed, in 2004, Germany was the world's largest exporter. Such consid¬ 
erations have led Hall and Soskice (2001a) and others to argue that the 
institutions of relatively highly regulated economies are not necessarily 
a burden to companies. Indeed, they argue that institutions can be a 
benison to companies. 

An outline of the varieties of capitalism paradigm 

The varieties of capitalism framework focuses on many important areas 
of economic policy such as industrial relations, corporate governance. 
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inter-firm relations, and the vocational training system. It will not be 
possible to go into the details of these different areas here. However, 
an overview of the broad arguments within the varieties of capitalism 
paradigm as well as the ways in which different institutional areas inter¬ 
link within these broad arguments will be provided. In short, the varieties 
of capitalism approach has two distinct stages. In the first, it is argued that 
different national economic institutions offer contrasting opportunities 
to companies. As companies are likely to be aware of these opportunities, 
they will, on the whole, adjust their production strategies as well as their 
use of, for example, different types of human capital (either general or 
firm specific) to take advantage of these opportunities. It is argued that 
these institutions and, hence, opportunities differ between countries or 
at least between groups of countries. Hall and Soskice (2001b) distinguish 
between CMEs, such as Germany and Sweden, and LMEs, such as the 
United States and the United Kingdom. 

In the former group of countries, labour-market institutions, such as 
works councils and industry-wide collective agreements, can promote 
the provision of firm-specific skills (Hall and Soskice, 2001b: 24-5); this 
is also supported by the fact that many companies in these countries are 
financed by bank-based and not equity capital. This is said to facilitate a 
long-term outlook amongst companies (Casper and Matraves, 2003: 
1870). In the latter group of countries, by contrast, companies do not 
have to liaise with worker representatives over issues such as redundancies 
and changes to work organization; they are also freer to hire and fire 
workers as they please: 'top management normally has unilateral control 
over the firm' (Hall and Soskice, 2001b: 29). This will discourage firms 
from pursuing 'production strategies based on promises of long-term 
employment' (Hall and Soskice, 2001b: 30, 33). Such a strategy is also 
said to be discouraged by a financial system in which stock markets and 
large institutional investors with low levels of commitment to individual 
businesses play a very prominent role. It is argued that financial markets 
place pressure on firms to post good financial results quarter after quarter 
(cf. Gospel and Pendleton, 2004). 

In the second key stage of the varieties of capitalism framework, this 
reliance on, for instance, different forms of human capital can help to 
facilitate success in certain product markets. Workers with firm-specific 
skills will be a prerequisite for, though not a guarantee of (Streeck, 1992), 
success in product markets characterized by incremental innovation. 
Such markets are said to be 'marked by continuous small-scale improve¬ 
ments to existing product lines and production processes' (Hall and 



Introduction 5 


Soskice, 2001b: 39). Workers with general skills, on the other hand, will 
be a sine qua non in markets in which radical innovation - 'innovative 
design and rapid product development based on research' (Hall and 
Soskice, 2001b: 39) - is the key to success. For instance, Soskice (1999:113) 
has argued that products from firms in CMEs will 'depend on skilled and 
experienced employees on whom responsibility can be devolved. By con¬ 
trast, the United Kingdom and the United States have not been successful 
in these areas.' In short, as the sub-title of the edited volume on the vari¬ 
eties of capitalism makes clear, national economic frameworks lay the 
foundations for comparative advantage (Casper, 2000; Hall and Soskice, 
2001b: 41; cf. Whitley, 1999). This differing success in various product 
markets will be reflected in comparative advantage or related data. Hall 
and Soskice (2001b: 37-8, 41) and Soskice (1999) have, indeed, used 
such data to bolster their arguments (see below). 

As is discussed in more detail below, many of the assumptions within 
the varieties of capitalism paradigm make it a highly structuralist 
approach. That is to say, it is largely the institutional setting - and, more 
specifically, the institutions identified within the varieties of capitalism 
paradigm - that determine actors' behaviour. Moreover, actors cannot 
create their own institutions, and institutions cannot be subverted or 
undermined. Yet, these assumptions do not tally with the considerable 
variation in institutions at the establishment level. Moreover, the varieties 
of capitalism paradigm may impose too static a view of institutions on 
companies (Streeck and Thelen, 2005a: 5) (see below). 

The themes that run through this book, therefore, are institutional 
diversity (the variation in institutions that are present within firms and 
establishments), ‘institutional entrepreneurship' (the ability of actors to inno¬ 
vate by creating new institutions within private-sector establishments - 
which also increases institutional diversity), and behavioural change (the 
ability of different - or, indeed, the same - actors to behave in various 
ways within the same institutional setting). These possibilities, which are 
discussed in more detail in the following section, are seriously down¬ 
played within the varieties of capitalism paradigm. It should also be 
noted that these possibilities are not necessarily mutually exclusive. For 
instance, actors may seek to undermine existing institutions, first, by 
creating new, competing ones and, second, by behaving differently - 
potentially, more 'aggressively' - within those existing institutions. 
These possibilities also have serious implications for the concept of com¬ 
plementarity, which has a key role to play in the varieties of capitalism 
paradigm (see below). 
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Institutional diversity, 'institutional entrepreneurs', 
behavioural change 

As will be discussed in greater detail in the next chapter, within the 
varieties of capitalism paradigm, certain institutions are assumed to be 
present within all private-sector establishments in, say, CMEs. Although 
these institutions may well characterize certain national economies as a 
whole, their presence within every single establishment in that economy 
is not mandatory. This opens up the possibility that institutional 
diversity - the extent to which supposedly key institutions are present or 
absent within establishments - may be greater than it is assumed to be 
in the varieties of capitalism paradigm. 

Indeed, institutional diversity may not just exist because the coverage 
of - from the varieties of capitalism perspective - key institutions is 
'uneven', but also because other institutions, beyond those identified in 
the varieties of capitalism paradigm, have been created. 'Institutional 
entrepreneurs' may be able to change their institutional setting by creating 
new, establishment-level institutions. In other words, there is a possibility 
that the very institutional setting in which actors operate can be shaped 
by managers and employers. Because actors may have the ability to create 
new institutions, the assumed template that the varieties of capitalism 
paradigm imposes on firms in different types of economies - either 
CMEs or LMEs - is, potentially, too rigid. Therefore, the varieties of cap¬ 
italism paradigm risks creating a 'purblinded' or blinkered view of actors' 
institutional settings. In other words, it is only the institutions identified 
within the varieties of capitalism paradigm that are important. 

On the issue of behavioural change or 'malleability' (Dyson and 
Padgett, 2005), the varieties of capitalism paradigm assumes that the 
functions of a particular institution (or, to put it another way, the purposes 
to which institutions are put by actors) do not vary either across time or 
between different actors. In other words, even within an institutional 
setting that does not vary from that which is assumed to pervade all 
companies within, say, CMEs, in the varieties of capitalism paradigm, 
that framework strictly prescribes the types of behaviour of actors that 
actors will always engage in. This, however, overlooks the potential that 
actors may have to, first, behave in (new) ways that are not foreseen by 
that paradigm and, second and consequently, the ability that actors have 
to undermine - or, at least, change (perhaps, even, unintentionally) - 
the functions of institutions. Thus, the varieties of capitalism paradigm 
overlooks the malleability of institutions both in the sense that different 
actors will behave differently within the same institutional setting and 
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in the sense that the same actor may behave differently at different times 
even though his or her institutional setting has not changed. In other 
words, the varieties of capitalism paradigm prescribes in a strict fashion 
the ways in which actors can respond to their institutional settings. It 
assumes that actors lack not only the resources - cognitive, legal and, 
potentially, political - to introduce new institutions, but also that actors 
have no need to do so, as the existing institutions (which are assumed to 
be uniformly present in all establishments) confer clearly identifiable 
advantages on actors and companies. Moreover, the varieties of capitalism 
paradigm assumes that the potential advantages of certain institutions, 
because they are clearly identifiable, will not be contested. 

As will be seen in the following chapter, the varieties of capitalism 
paradigm is able to assume this because it also presupposes that actors' 
preferences are shaped by the institutional setting in which they operate. 
This further implies that the benefits that institutions can confer upon 
actors will not be contested. Yet, this assumption may be unwarranted. 
As the following chapter shows, the potential benefits that works councils 
and sectoral collective agreements can bring have not been accepted by 
all theorists and practitioners. In short, certain institutions can be 
viewed as either a benison or a burden. This, therefore, may strongly 
suggest that different actors - depending upon their views of certain 
institutions - will behave differently within the same institutional envi¬ 
ronment. This, in turn, suggests that, contrary to the expectations of the 
varieties of capitalism paradigm, institutions are unlikely to have uniform 
outcomes. 

The issue of whether or not institutions have uniform outcomes is 
further complicated if consideration is given not just to those institutions 
identified in the varieties of capitalism paradigm, but also to those 
management-created institutions. For instance, these management-created 
institutions - such as profit-sharing schemes - may introduce elements 
into the institutional matrix that are, from the varieties of capitalism's 
standpoint, incompatible with other parts of that system. For instance, 
the institutions that are identified, within the varieties of capitalism par¬ 
adigm, as being important in CMEs, such as Germany, are said to foster 
a long-term perspective of employment and skill formation amongst 
both employers and workers; however, profit-sharing schemes - even 
where they are introduced alongside those institutions that, arguably, 
promote long-termism - may be incompatible with those other institu¬ 
tional elements of CMEs, as they may engender a short-term outlook 
amongst both employers and workers. This may undermine the concept 
of complementarity that lies at the heart of many of the arguments 
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within the varieties of capitalism paradigm (see also Amable, 2000 and 
Crouch etal., 2005). For this concept to have wide-spread validity, not only 
must the behaviour of the majority of actors conform to the predictions of 
the varieties of capitalism paradigm, but certain institutions must also 
be present, whilst others must be absent. Yet, other institutions that 
potentially undermine other parts of the system may well be present as 
a result of changes brought about by actors. This suggests that changes 
to the institutional setting of companies pose problems for the varieties 
of capitalism paradigm. 

More generally, the varieties of capitalism paradigm downplays change 
of any kind: as institutions are said to support production strategies in 
certain markets, as long as those product markets remain important, 
change is unlikely to occur. This view may, however, be unwarranted. A 
central purpose of this research is to examine whether sectoral compara¬ 
tive advantages are relatively static. Even if these comparative advantages 
are static, this subject raises issues that - although of great importance - are 
not addressed explicitly within the varieties of capitalism paradigm. For 
instance, are certain production strategies increasing or decreasing 
in importance in terms of jobs and economic growth? The varieties of 
capitalism paradigm assumes that the current situation in which pro¬ 
duction strategies based on incremental innovation as well as those 
based on radical innovation can provide satisfactory outcomes in terms 
of both jobs and economic growth will continue into the future. Even if 
the initial assumption is accepted, the latter would appear to be increas¬ 
ingly questionable given the poor economic performance of Germany 
over the past decade and more. In other words, even if incremental inno¬ 
vation has served German companies and, by extension, Germany well 
in the past, it may not be doing so now. 

A 'hybrid' German model? 

If production strategies that have led to good results in the past are no 
longer providing such good results, it would be surprising if German 
companies were not undertaking efforts to improve their performance. 
In seeking to improve their performance, they may well seek to adapt 
the institutional environment in which they operate. Such adaptation 
may take many forms. For instance, as already noted, companies may 
introduce new institutions or they may seek to change the functions of 
existing ones. If such adaptation has taken place in many companies 
and workplaces in Germany, this may suggest that a 'hybrid' model is 
emerging (Dyson and Padgett, 2005; Tiiselmann, 2001; Tiiselmann and 
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Heise, 2000): whilst some establishments continue to conform to the 
archetypal portrayal of German workplaces, others may differ significantly 
from that portrayal as a result of the adaptation of existing institutions and 
the introduction of new ones. The latter workplaces may, therefore, 
allow for new - and, potentially, competing - modes of behaviour that 
differ greatly from those foreseen in the varieties of capitalism paradigm. 
Any such development towards a hybrid model of capitalism is likely to 
result in inter and intra-sectoral differences and, hence, complexity. A 
central purpose of this research is to map variations in the patterns of 
institutional and, therefore, behavioural change in the German political 
economy. 

A shift towards liberalization? 

Such variations are likely to be of interest not just to scholars of 
Germany, but also to others who are keen to learn, first, about the ways in 
which businesses in general can adapt - and adapt to - their environments 
and, second, about the likely institutional developments in advanced 
capitalist economies in the future. For instance, although formal economic 
policy changes may be a political process (Dyson and Padgett, 2005), 
businesses can also alter the ways in which economic policy is imple¬ 
mented and, hence, change the impact that any particular policy has. As 
already noted, companies may seek to introduce new institutions, 
and they may endeavour to change or undermine the ways in which 
existing institutions function. Within the context of current debates on 
'globalization', any such variation is likely to be interpreted as attempts 
by companies to move economic policy - even if this is done at an infor¬ 
mal rather than a formal level - in a more liberal direction. In other 
words, there may a tendency to view any emerging hybrid model of 
capitalism in Germany as a portent of moves towards greater liberaliza¬ 
tion. If such liberalization can occur in Germany, which is often portrayed 
within advanced capitalist economies at the opposite end of the spectrum 
to Anglo-Saxon countries, it is likely to presage change in other economies 
with similar levels and types of economic regulation. 

To be sure, powerful arguments can be put forward to support such 
interpretations (see, for instance, Streeck and Thelen, 2005a). For 
instance, in pursuing their individual interests, actors, such as employers, 
may undermine those institutions that rely on collective action. In the 
context of German industrial relations, Jackson (2005) has argued that the 
institution of co-determination (the system of board-level employee rep¬ 
resentation and works councils) is undergoing a process of liberalization. 
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as it comes under pressure from external market relations. Individual 
works councillors may, therefore, be more interested in securing continued 
employment within their establishment than they are in showing solidar¬ 
ity with workers in other establishments. However, some of the evidence 
presented here suggests that institutions created by managers may not 
undermine the existing institutions of fhe archetypal German economic 
model but may actually supplement them. Therefore, fhe hybrid model 
of capifalism fhat may be emerging in Germany might not presage a 
move towards a more liberal variety of capitalism but may foreshadow a 
development towards a model that is as distinct from fhe neo-liberal 
one as fhe archetypal German economic system ever was. 



2 

The Assumptions of the 
Different Approaches 


This chapter will, by clarifying some of the (oft-unstated) assumptions 
that underlie the varieties of capitalism approach as well as those that 
underpin neo-classical and transaction cost^ economics, call for greater 
methodological clarity in linking institutions to outcomes. Despite the 
fact that the varieties of capitalism perspective explicitly draws on some 
of the contentions advanced within the transaction cost literature - 
particularly those concerned with the generation of firm-specific skills - the 
two perspectives offer diametrically opposed views on the benefits of 
state-supported^ institutions such as works councils and collective 
agreements: writers within the varieties of capitalism paradigm contend 
that there are benefits, transaction cost economists that there are none 
and that there are, indeed, costs. This discrepancy between these two 
schools of thought has tended to be overlooked. 

This chapter will seek to argue that this difference of opinion ultimately 
rests on an assumption made about the origins of those institutions that 
can be beneficial to companies. Within the varieties of capitalism 
approach, state-supported institutions, such as, in the German case, 
works councils and sectoral collective agreements, can offer benefits to 
companies. This stands in stark contrast to the assumption within the 
other two approaches examined in detail here^ - neo-classical and trans¬ 
action cost economics - both of which assume that firms themselves 
will be able to set up any firm-level institutions that they may need to 
facilitate their strategies.^ From this assumption within the varieties of 
capitalism literature at least two others follow. First, the varieties of 
capitalism approach assumes that national institutions, such as works 
councils and industry-wide collective agreements, are uniformly present 
across sectors and firms. Second, within the varieties of capitalism para¬ 
digm, it is implicitly argued that institutions can shape preferences; by 
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contrast, within transaction cost and neo-classical economics, preferences 
are exogenous to the institutional setting. The main focus of this chapter 
will be on comparing the different underlying assumptions of these 
approaches. Building on these observations, it will conclude with some 
remarks on how the issues that divide the approaches could be explored 
better empirically. For instance, some of the empirical assessments of the 
arguments espoused within the varieties of capitalism framework have 
failed to take the uneven spread of institutions in Germany into consid¬ 
eration. Therefore, greater care in designing research that allows for this 
heterogeneity should be taken. 

This chapter proceeds as follows. First, the definitions of institutions 
within the approaches examined here will be provided. Second, the 
main contentions of the varieties of capitalism paradigm will be outlined. 
The interrelated assumptions that underpin the three approaches exam¬ 
ined here on actor rationality and the 'completeness' of information 
available to actors will then be discussed. This will be followed by an 
overview of the different views on actor opportunism taken in the varieties 
of capitalism paradigm and transaction cost economics, on the one hand, 
and in neo-classical economics,® on the other. The implications of these 
different positions on actor opportunism for the assumptions made 
about the nature of the firm will then be discussed. The ways in which 
institutions can theoretically act as constraints on actors to reduce 
opportunism and strategic uncertainty and, hence, change the strategic 
interaction of actors will then be examined. The issue of institutions and 
trust will, subsequently, be addressed. The assumptions pertaining to 
institutions as constraints raise obvious issues of power. The different 
ways in which power is conceived in the approaches examined here will 
then be outlined, as will the strategic preferences of actors and the origins 
of institutions. This is followed by a discussion of the highly important 
issues of institutions as systems and, hence, the subject of complemen¬ 
tarity. The focus on these two issues leads on naturally to a discussion of 
the spread of institutions. The ways in which institutional settings vary 
between economies and, consequently, the effects that these different 
settings have on production strategies in these countries will then be 
examined. The methodological implications of some of these assumptions 
will then be sketched out. Finally, building on this analysis of the different 
assumptions of the approaches examined in detail here, the themes that 
run through this book are identified and summarized. Table 2.1 offers a 
precis of some of the stylized differences and similarities between the 
three approaches considered in detail here. 
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Some definitions of 'institutions' 

A central concept in this book is that of 'institutions'. The main difference 
between authors lies in the 'breadth' of their definitions (see also Streeck 
and Thelen, 2005a for a discussion of the different definitions of insti¬ 
tutions). In other words, there is some disagreement over what should, 
and what should not, be regarded as an institution. Hall and Soskice 
(2001b: 9) distinguish between institutions and organizations. They 
define institutions as: 

a set of rules, formal or informal, that actors generally follow, whefher 
for normative, cognitive, or material reasons, and organizations as 
durable entities with formally recognized members, whose rules also 
contribute to the institutions of the political economy. 

In a departure from some of their earlier work. Hall and Soskice (2001b: 
12-14) also include the role of culture, informal rules, and history within 
their definition of institutions. In this, they come to a similar under¬ 
standing of institutions as sociological institutionalists (see below). 

In contrast to this relatively broad definition of institutions, Williamson 
draws a distinction between institutions that work at a primary level (or at 
a general environmental level, such as the rules of the game) and those 
that work at a secondary level (or at the level of governance, such as 
markefs, hybrids, hierarchies, and bureaux). Williamson (1985: 4-5) 
attaches the most importance to the latter group. Others who share 
many of the assumptions of transaction cost economics have defined 
'institutions as the legal, administrative and customary arrangements 
for repeated human interactions. Their major function is to enhance the 
predictability of human behaviour' (Pejovich, 1998: 23). Notably, this 
definition is broader than Williamson's as it also covers social values 
('customary arrangements'). 

The group of writers who define institutions in the broadest way is, 
perhaps not surprisingly, sociological institutionalists. In general, socio¬ 
logical institutionalists include in their definitions not just external 
rules, sanctions, norms and moral principles, but also 'standard operating 
procedures' or 'recipes for acfion', which are often accepted without being 
questioned, as well as shared normative notions of 'appropriafeness' and 
fairness. As will become clear, although neo-classical economists do 
examine the effects of instifutions, they do not tend to offer definitions 
of institutions. 
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Whilst all of these definitions may seem very abstract, it should be 
borne in mind that this book will deal with relatively concrete institutions. 
In particular, it will examine in detail the effects of works councils and 
sectoral collective agreements on a range of firm-related measures. Both of 
these institutions can be subsumed within the definitions of institutions 
outlined above, as they are part of the rules of the game that contribute 
to human interaction within markets. 

The main contentions of the varieties 
of capitalism paradigm 

In short, the varieties of capitalism approach (Hall and Soskice, 2001b) 
to the study of capitalism rests on the argument that different national 
economic institutions, which can include such things as the financial 
system, the vocational training system, and the industrial-relations 
system, offer different opportunities to companies. As companies are 
likely to be aware of them, firms will, on the whole, adjust their produc¬ 
tion strategies as well as their use of different types of human capital 
(either general or firm specific) to take advantage of these opportunities 
(see also Boyer, 2003). These institutions and, hence, opportunities 
differ between countries - or at least between groups of countries. Hall 
and Soskice (2001b: 19-21) distinguish between co-ordinated market 
economies (CMEs), such as Germany and Sweden, and liberal market 
economies (LMEs), such as the United States and the United Kingdom, 
and 'unclassifieds', such as France and Italy. Because of these differing 
opportunities, firms within these groups of nations are likely to excel at 
producing different goods. This will be reflected in the comparative 
advantage for that group of countries. Therefore, the varieties of 
capitalism approach contends that a nation's economic institutions 
lay the foundations for its comparative advantage (Hall and Soskice, 
2001b). 

As will be shown, the arguments in the varieties of capitalism liter¬ 
ature have a great deal in common with those made by transaction 
cost economists. There are, however, important differences between 
these two schools of thought not only on the role that institutions 
can play in shaping the strategic preferences of actors, but also on the 
origins of institutions. Before discussing those main differences, this 
chapter will examine some of the broader similarities between the two 
approaches as well as some of their differences to the neo-classical 
paradigm. 
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Actor rationality and the 'completeness' 
of information 

The degree to which actors can he thought of as rational is one of fhe 
main ontological assumptions within any theory. It is also one that is 
directly related to assumptions on the amount of informafion available 
to actors. One difficulty in discussing the assumptions of actor rationality 
and the 'completeness' of information within the varieties of capitalism 
paradigm is that they are not addressed explicitly within that paradigm. 
Notwithstanding such difficulties, it is clear from the analyses of writers 
who adhere to the varieties of capitalism framework thaf, like fransaction 
cost economists, they tend to assume that, at initio, actors have 
bounded rationality. This assumption stems, in part, from an assump- 
fion within the varieties of capifalism framework fhat informafion is not 
'costlessly' available. 

Unsurprisingly, the assumption that information is not freely available 
lies af the heart of transaction cost economics, which is based on two 
important premises. First, it assumes that information is spread 
unevenly between actors. Second, it presupposes that important costs 
are incurred in trying to overcome problems connected with this uneven 
spread of information. Some writers within transaction cost economics 
have argued that, because transaction costs will always hinder the 
spread of informafion, if cannof, ipso facto, be assumed fhat actors will 
ever have perfect information (Furubotn and Richter, 1998: 453-82). 
The fact that actors do not have access to complete information means, 
therefore, that they cannot be completely rational. 

Within the transaction costs approach, Williamson has distinguished 
between three forms of rafionalify: maximizing rationality, bounded 
rationality, and organic rationality (Williamson, 1985: 44-7). The firsf of 
these can be said to lie at the heart of the neo-classical approach that often 
makes the attendant assumption - discussed below - that all decision 
makers have complete information. The varieties of capifalism and fhe 
transaction cost approaches tend to assume that economic actors are 
‘intendedly rational, but only limitedly so' (Simon, 1961: xxiv). In other 
words, actors are rational in a bounded way. Yet, such a definition of 
bounded rationalify raises the question of what actors are 'limited' by. 
Scott (1994: 315) has observed that bounded rationality can be categorized 
into three types: rationality bounded by an inability to access pertinent 
but existing information; rationality bounded by the lack of complete 
information; and rationality bounded by the cognitive inability of acfors 
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to make the correct decision based on complete information that is readily 
available to them. 

The type of rationality that underpins the varieties of capitalism para¬ 
digm is bounded rationality. Even if the varieties of capitalism approach 
is interpreted in such a way that its views on institutions as a means by 
which to facilitate the exchange of information so that a situation of 
maximizing rationality can be assumed are given prominence (as is 
done by Culpepper, 2003: 11-21), the type of bounded rationality that, 
ab initio, underpins the varieties of capitalism approach is that which is 
bounded by the inability to access pertinent information that does exist. 
Culpepper's interpretation certainly has its merits as the varieties of 
capitalism paradigm also integrates some aspects of game theory. 
Although this might suggest that they adopt an assumption of maximiz¬ 
ing rationality (Hall and Soskice, 2001b: 5), it should not be overlooked 
that many of their arguments are concerned with the way in which cer¬ 
tain institutions can help to reduce transaction costs (either by facilitat¬ 
ing the exchange of information or by easing problems associated with 
monitoring and sanctioning) (Hall and Soskice, 2001b: 10-11). In short, 
one interpretation of the varieties of capitalism paradigm - though it is 
not the one that will be taken here - is that actors are, initially, limited 
in the amount of information that they have available to them; the pres¬ 
ence of certain institutions can lead, however, to situations in which 
actors have complete information. The varieties of capitalism then 
assumes that actors are not limited by their cognitive abilities to process 
that information correctly once they have it. 

These views, in some ways at least, are at odds with those on actor 
rationality and the completeness of information in transaction cost eco¬ 
nomics. For instance, whilst transaction cost economists and others 
have noted that institutions can help to reduce the transaction costs 
associated with the process of acquiring information (Furubotn and 
Richter, 1998: 465; North, 1990: 34; Stiglitz, 1985: 36), some would 
appear to be reluctant to advocate a view of the world in which institu¬ 
tions can help to reduce the 'incompleteness' of information to such an 
extent that the assumption of perfect information is, for practical pur¬ 
poses, valid (Furubotn and Richter, 1998: 464, 468). In short, many 
transaction costs economists would argue that, as transaction costs will 
never disappear entirely, actors will only ever have incomplete informa¬ 
tion, and will, therefore, only ever be boundedly rational. It is precisely 
because transaction costs economists assume that such costs prevent 
the spread of information that they presuppose that actors do not have 



18 The Varieties of Capitalism Paradigm 


perfect information. They cannot, therefore, assume that actors make deci¬ 
sions that are consistent with the assumptions of maximizing rationality 
(Furubotn and Richter, 1998: 453-82). 

Yet, despite these differences, hoth the varieties of capitalism and trans¬ 
action cost economics base their analyses on the twin premises of {ab ini¬ 
tio) bounded rationality and non-zero transaction costs. This stands in 
sharp contrast to the neo-classical approach that often makes assumptions 
of perfect information (Kasper and Streit, 1998: 52) and that presupposes 
that information can be obtained freely. In the 'standard neo-classical 
Walrasian model', exchange is instantaneous, individuals are fully 
informed about the commodity to be exchanged, and the terms of trade 
are known to those involved in the exchange (North, 1990: 30). On the 
basis of this perfect information, it becomes possible to assume that actors 
can behave in a completely rational way: if they have all the relevant infor¬ 
mation and have the correct cognitive framework upon which to base 
their decisions, they must be able to act in a completely rational manner. 

Actor opportunism 

Whilst some interpretations of the varieties of capitalism framework 
might focus on the role of institutions as facilitators of information 
exchange, an alternative, but equally valid, understanding of the varieties 
of capitalism paradigm might be to place more emphasis on its arguments 
on institutions as credible commitments, that is, on institutions as 
constraints. It is this interpretation of the varieties of capitalism paradigm 
that will be adopted here. Though only the assumptions made about 
actor opportunism will be discussed in this section, the premises made 
on actor opportunism and institutions as constraints are, like those on 
rationality and the completeness of information, closely linked. 
Similarly, the assumptions that underpin the varieties of capitalism par¬ 
adigm and those that underpin transaction cost economics distinguish 
them from neo-classical economics. Both the varieties of capitalism 
framework and transaction cost economics place the issue of actor 
opportunism at the heart of their analyses. 

A prominent exponent of transaction cost economics, Williamson 
(1985: 47-50, 64-7), has defined opportunism as 'self-interest seeking 
with guile' and distinguishes it from 'simple self-interest seeking' and 
obedience. He argues that if actors are assumed to be opportunistic they 
cannot be relied upon to reveal all relevant information at all times. If 
actors are assumed to reveal such information at all times, they behave 
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in a simple self-interest seeking manner. This distinction may seem a 
somewhat nebulous one, hut Williamson (1985: 65-6) has sought to 
defend himself against claims that there is no real difference befween 
simple self-interest seeking and opportunism by asking 'if an appreciation 
of opportunism [had been] widespread, what explains the dramatic 
impact of George Akerlof's treatment of the "lemons problem" in 1970?' 
(Akerlof examined the effects on the used-car market of sellers with¬ 
holding information about the quality of their cars.) 

Within the varieties of capitalism framework, no explicit reference is 
made fo actor opportunism. Again, however, it is clear that the framework 
shares fhe assumption of actor opportunism with transaction cost eco¬ 
nomics. For instance, like transaction cost economics, the varieties of 
capitalism framework deals with potential problems of post-agreement 
implementation. Thus, in both approaches, it is assumed that a contract 
will be an insufficient means to prevent opportunistic behaviour, as con¬ 
tracts will never be able to prescribe behaviour in all future scenarios. 
Therefore, because contracts will always be incomplete, there will be 
possibilities for actors to behave opportunistically. This applies even 
more forcefully if it is also assumed that transaction costs must be 
incurred both to monitor and to enforce agreements. 

To be sure, some of the ex post problems of implementation, such as 
adverse selection, moral hazard, and principal-agent problems, have 
become a part of neo-classical analyses (Williamson, 2000: 596). 
However, such analyses can often be criticized for mixing contradictory 
assumptions. All these problems deal with asymmetric information and, 
therefore, with transaction costs and bounded rationality. As noted earlier, 
it would appear to be impossible to combine elements of neo-classical 
economics with parts of transaction cost economics as this leads to 
contradictory assumptions being made about actor rationality (but 
cf. North, 1990). Moreover, it can also lead to contradictory assumptions 
being made about the amount of information available to actors and 
actor opportunism. For instance, if acfors are assumed to be fully 
informed, it is impossible for acfors to engage in opportunistic behaviour, 
as other actors will be aware of fhis. In such a situation, problems asso¬ 
ciated with moral hazard and principals and agents would disappear. 
Moreover, even if it is assumed that actors are opportunistic, neo-classical 
economists tend to argue that it can be prevented by (complete) contracts. 
Such an assumption is possible because, if it also presupposed that actors 
are fully informed, all future contingencies and scenarios can be incor¬ 
porated into the terms of a contract. 



20 The Varieties of Capitalism Paradigm 


The nature of the firm 

The assumption of actor opportunism made by transaction cost economists 
as well as by those who favour the varieties of capitalism approach has 
important ramifications for their arguments. In particular, both schools 
of thought contend that institutions can help to overcome the problem 
of opportunism. This, in turn, has an impact on their analytical starting 
points. As neo-classical economists do not attach as much significance 
to the problem of opportunism, it is not surprising that many of their 
analyses have different starting positions. Before examining more 
closely how institutions might overcome the problem of actor oppor¬ 
tunism, it will be worth commenting briefly on the different analytical 
starting positions of the approaches considered here. 

Unlike neo-classical economists who view the firm as a producfion 
function or 'black box' (Arrow, 1999; see also Pejovich, 1998 and 
Williamson, 1985) and who focus their attention on how 'changes at 
the margin' in the provision of factors of producfion influence output, 
writers in the varieties of capitalism approach as well as transaction cost 
economists assume that factors of producfion cannot be taken as a 
given. They, therefore, seek to explain how certain goods and services 
are provided within economic relationships. Moreover, they assume, 
unlike many neo-classical economists, that contracts cannot be relied 
upon to guarantee completely how those factors of production will be 
used (Furubotn and Richter, 1998: 46-7; Milgrom and Roberts, 1992; 
Williamson, 1985). In short, transaction cost economists as well as those 
who support the varieties of capitalism paradigm start from a relational 
view of the firm and focus on problems of co-ordination between differ¬ 
ent actors. Whilst this focus is relatively novel within political economy 
(Hall, 2001; Hall and Soskice, 2001b: 2-4), it is not a new one for trans- 
acfion cost economists. Both schools of thought argue that the types of 
co-ordination that are possible between actors are likely to depend, in 
part at least, on the actors' institutional environment. 

In more specific terms, this view of fhe firm comes to focus on the 
relationships that firms have both with external organizations (suppliers, 
trade unions, business associations, and government) and with 'domestic' 
actors (the company's employees). Hall and Soskice (2001b) contend 
that it is the quality of these relationships and the manner in which 
firms overcome or govern co-ordination problems that are critical in 
determining company success. These co-ordination problems are, in 
turn, characterized by transaction costs. The concern of fhe varieties of 
capitalism literature and of transacfion cost economists lies, therefore. 
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in analysing the effects that different institutional frameworks have, 
first, on reducing these transaction costs and, second and consequently, 
on the type of co-ordination between actors that is facilitated by different 
institutional settings (Hall and Soskice, 2001b: 6). 

In particular, transaction cost economists as well as analysts using the 
varieties of capitalism framework have nofed the problems surrounding 
the provision of goods or services fhat are asset specific, fhat is, assets - that 
can include firm-specific human capital - that would have, by definition, 
little value if they were offered on the open market. Thus, if a firm uses 
a machine that has been especially designed for it, the machine's operators 
and mechanics will become well versed in running and repairing the 
machine. However, the skills they garner will be of less value to other 
firms using different machines. Training workers to have firm-specific 
skills is likely fo be especially difficult in an uncertain world that is 
assumed to be inhabited by opportunistic actors. Within the literature 
on transaction costs and within the literature on the varieties of capital¬ 
ism, it is argued that the provision of firm-specific human capital 
(as well as goods and services) will require institutional settings that can 
overcome the problem of opporfunism, most notably, the problem of 
'hold up' (see below). By contrast, neo-classical economists, unlike 
either transaction cost economists or those espousing the varieties of 
capitalism paradigm, do not tend to take into consideration either the 
nature of the good being produced or the type of skills required by work¬ 
ers to manufacture the product. 

Institutions as constraints and uncertainty 

It is the contention within both the varieties of capitalism paradigm and 
transaction cost economics that, unless an actor or a group of actors 
makes credible commitments not to exploit another actor or group of 
actors who have invested in firm-specific skills after they have reached 
an agreement, the investment in firm-specific skills is unlikely fo happen. 
For instance, a firm might offer to train a worker with firm-specific skills 
and to pay that worker at a similar rate to workers with general skills. 
However, after the training has taken place, the firm might argue that, 
for financial reasons, it can only pay the worker at a lower rate. The firm 
might try to exploit the fact that the worker has few opfions as his or her 
skills are of little value to other firms. Similarly, a worker with firm-specific 
skills might not be as diligent as workers with general skills because he 
or she cannot be replaced as easily, as it costs the firm time and money 
to recruit and train someone to replace that worker. In other words. 
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employees with firm-specific skills may try to 'hold up' their employers 
(Hall and Soskice, 2001b: 24). (The term 'hold up' was used by 
Williamson (1985) to describe a situation in which an actor withdraws 
active co-operation in order to strengthen his or her bargaining position.) 
Therefore, for both reasons the training is unlikely to take place. It may, 
however, take place, if both parties undertake credible commitments to 
one another. 

For transaction cost economists and for wrifers wifhin the varieties of 
capitalism approach, these problems of pofential exploitation can be 
overcome by the presence of appropriate institutions (Ostrom, 1990). 
Williamson (1985: 243, emphasis in the original) has noted that 
'skills ... that are imperfectly transferable across employers have fo be 
embedded in a protective governance structure lesf productive values be sac¬ 
rificed if fhe employment relation is unwittingly severed'. Hall and 
Soskice (2001b: 25, see also 24) have been a little more specific in fhe 
fype of instifutions that they see as providing a 'protective governance 
structure' for skills thaf are 'imperfectly transferable across employers', 
that is, for skills fhat are firm specific. They have argued fhat works 
councils provide 'employees with security against arbitrary layoffs or 
changes to their working conditions', and they, thereby, 'encourage 
employees to invest in company-specific skills and extra effort'. 

Hall and Soskice also go on to argue that other institutions in CMEs 
help to reinforce workers' long-ferm commifments to their employers 
that result from workers investing in firm-specific skills. For instance, in 
Germany, the collective wage bargaining system, because it equalizes 
wages at 'equivalent skill levels across an industry' assures workers 'that 
they are receiving the highest feasible rates of pay in refurn for the deep 
commitments they are making to firms' (2001b: 25). In Germany, 
the 'highest feasible rates' for workers are received as fhe result of fhe 
negotiafions fhat initially take place between a powerful union (offen 
the Metalworkers' Union, Industriegewerkschaft Metall IG Metall) and the 
respective employers' association in one Land or state (often Baden- 
Wtirttemberg in which the Metalworkers' Union is particularly powerful). 
The agreemenf reached is then used as a pilot agreement between other 
unions and employers' associations in other Lander. Thus, both works 
councils and powerful unions constrain employers in their ability to act 
opportunistically either by arbitrarily changing working conditions or by 
paying low wages to workers with few oufside options. (For more on this, 
see below.) 

In short, within the varieties of capitalism framework, and wifhin trans¬ 
action cost economics, institutions can facilitate credible commitments 
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between actors, reduce actor opportunism (see also Kasper and Streit, 
1998: 118) and, thereby, reduce actors' strategic uncertainty, which 
might be described as actors not knowing what other actors in the same 
'game' will do. As Hall and Soskice (2001b: 10) have written: 

In general these [institutions that offer higher returns to all concerned] 
will be institutions that reduce the uncertainty actors have about the 
behaviour of others and allow them to make credible commitments to 
each other. 

Pejovich, who shares many of the assumptions of transaction cost econ¬ 
omists, has expressed himself in a similar way. He has also noted (1995: 24) 
that, if institutions are to make the behaviour of actors more predictable, 
they must themselves be stable and enforceable: 

A major function of the rules of the game is to reduce the transaction 
costs of human interactions through making human behaviour pre¬ 
dictable. To accomplish this objective, institutions must be credible 
(i.e. enforced) and stable. 

Institutions and trust 

The concern to have an appropriate institutional framework to encourage 
firms and workers to invest in firm-specific skills stems, in part, from the 
view of actor opportunism that is shared by transaction cost economists 
and writers within the varieties of capitalism approach. Therefore, it is 
not surprising that neo-classical economists, who have a slightly different 
view of human nature, first, do not call for institutions to overcome the 
problem of opportunism and, second, see no need for institutions to 
encourage certain types of strategic interaction between actors. Indeed, 
North (1997: 2, see also Barzel, 1997: 11) has even gone so far as to say 
that 'neo-classical economic theory is devoid of institutions’. Even where 
neo-classical economists do recognize the importance of institutions, 
they would largely disregard the beneficial effects that they might be 
able to have on overcoming possible problems associated with self- 
interested behaviour. This is especially true if those institutions have 
been set up by the state. 

Sociological institutionalists, on the other hand, would argue that the 
actions of individuals are not entirely governed by their perceptions about 
whether or not the institutional setting allows them to shirk on certain 
commitments; the actions of individuals, sociological institutionalists 
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would argue, are also, in part at least, determined by social (or group) 
norms and the extent to which these norms tolerate shirking and oppor¬ 
tunistic behaviour. As writers within the varieties of capitalism paradigm 
and transaction cost economists do, sociological institutionalists, there¬ 
fore, stress the role that institutions, broadly defined to include culture 
and social norms, can play in constraining, or tempering, opportunism; 
however, sociological institutionalists attach more emphasis than the 
advocates of either the varieties of capitalism paradigm or transaction 
cost economics to social bonds (Hollingsworth and Boyer, 1997: 11). 
Sociological institutionalists would not only oppugn the neo-classical 
approach for generally ignoring social bonds, they would also call it into 
question because the neo-classical approach neglects the benign influence 
these social bonds can have on the levels of trust and transaction costs 
(Hollingsworth and Boyer, 1997: 11). 

It is this trust that is, according to sociological institutionalists, a sine 
qua non if actors wish to pursue flexible production strategies. Thus, the 
focus of sociological institutionalists is slightly different from that of 
writers who draw on the varieties of capitalism framework and transaction 
costs economists. Whereas sociological institutionalists tend to focus, 
initially, on different levels of trust associated with social norms, those 
who espouse the varieties of capitalism and transaction cost economists 
have a tendency to focus initially on institutions as a means by which to 
overcome opportunism and uncertainty (North, 1990: 25; Ostrom, 
1990). In short, in the varieties of capitalism and transaction cost para¬ 
digms, actors do not, at the outset, have to trust one another. They do, 
however, have to trust the institutions to act as predictable and effective 
constraints on actor opportunism. These institutions can then, over 
time, generate trust between actors. 

Institutions as sources of power 

To be sure, neo-classical economists do not ignore the effects of institu¬ 
tions on the behaviour of actors (IMF, 1999: 95; Siebert, 1997, 2005: 
69-113; Sinn, 2002). However, they tend to neglect the effects that insti¬ 
tutions can have on the strategic interaction between actors - that is, 
those effects that are stressed by writers who favour the varieties of 
capitalism framework. Instead, neo-classical economists tend to focus 
on the power aspects of institutions. This is also, ultimately, the focus of 
transaction cost economists where the effects of state-supported 
co-determination are concerned. It can, of course, be argued that the 
varieties of capitalism paradigm as well as transaction cost economics in 
its contentions on firm-specific assets (Eggertson, 1996: 15; Williamson, 
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1985, 1993) do not overlook the power aspects of institutions. For 
instance, arguments that are based on the concept of credible commit¬ 
ments make assumptions about power: institutions can act as checks 
and balances on actors to militate against actor opportunism and, 
hence, facilitate outcomes that can be mutually beneficial. In other words, 
institutions may constrain the power of some acfors whilst promoting that 
of ofhers to ensure that commitments are met. Within the varieties of 
capitalism paradigm, then, power is viewed positively. It is also assumed 
that actors are involved in a non-zero-sum game. In other words, by 
constraining the actions of employers, gains can be created for both 
them and employees. 

Within neo-classical economics - and within transaction cost econom¬ 
ics when assessments of fhe effects of stafe-supported co-defermination 
are made - however, the concept of power is often presented in a more 
negative light. In some ways, the concept of power in neo-classical 
writings on labour-market institutions shares many affinities with that 
used by classical pluralists. Thus, power is seen, to paraphrase Dahl (1957: 
201) as a means by which actors can make other actors do something they 
would not otherwise do in situations where there is a known conflict of 
interest. Moreover, power is seen as zero-sum: if one actor, or group of 
actors, gains, another actor, or group of acfors, loses out. In addition, 
like classical pluralists, neo-classical economists tend to assume that the 
material interests of actors, which can be readily defined, are equal to 
the preferences of acfors. 

Within neo-classical economics, the power actors have often derives, 
in part at least, from insfitutions. In other words, institutions confer 
power on acfors. This power can then be used by actors to achieve 
(material) goals that would otherwise be unachievable. Thus, whilst 
institutions can influence outcomes, the strategic interaction between 
actors is not fundamentally changed: actors still seek to maximize their 
utility (at the expense of of her acfors). The following quotation from 
the IMF (1999: 106) illustrates well the different understanding that neo¬ 
classical economists, compared to those who favour the varieties of capi¬ 
talism paradigm, have of fhe role that institutions can play in influencing 
economic outcomes. Institutions are seen, first, as providing actors with 
power that can then be used to impede the efficient functioning of the 
labour market and, second, as a resource structure that plays no real part 
in conditioning the strategic interaction between actors: 

This [evidence suggesting that employment in Europe failed to 
increase after periods of slow growth or recession coincided with real- 
wage increases] is consistent with the 'insider-outsider' model of 
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unemployment and real wages, where unions negotiate on behalf of 
employed individuals (or union members, an even narrower con¬ 
stituency), rather than representing the interest of the wider labour 
force or the entire economy. The bargaining position is strengthened 
by job-protection legislation, which reduces the (immediate) threat 
of job loss, while generous unemployment benefits reduce the pressure 
on the unemployed to price themselves into employment. 

The International Monetary Fund's (IMF) position on the effects that 
union composition has on economic outcomes is not an entirely new 
one; Calmfors and Driffill (1988: 13-61) formulated similar arguments, 
and the 'insider-outsider' problem was originally espoused by Lindbeck 
and Snower (1988). In all of these writings unions are seen as using their 
power - which is, in part, derived from job-protection legislation as well 
as 'generous unemployment benefits' - to achieve wage deals that are 
higher than companies would otherwise have agreed to. This, then, has 
a detrimental effect on companies and 'outsiders' (the unemployed or 
non-unionized workers). 

As noted above and like neo-classical economists, transaction cost 
economists are aware of the potential for institutions to confer power on 
economic actors. In particular, whilst transaction cost economists have 
stressed the role that institutions might have in limiting, in certain 
circumstances, actor opportunism, they have also been at pains to high¬ 
light the effects on power that such institutions can have; this focus is 
especially pronounced in situations in which the problems of actor 
opportunism are minimal. Thus, some transaction costs economists 
such as Pejovich (1998: 187), who argue that on the whole labour 
possesses non-firm-specific skills, have contended that co-determination 
'lowerjsj the cost of opportunistic behaviour' for those with non-specific 
resources and skills. In other words, co-determination confers power on 
actors. This power can insulate actors from the negative consequences of 
any opportunistic behaviour that they may engage in. This line of argu¬ 
ment is, as shown below, in stark contrast with contentions within the 
varieties of capitalism paradigm. 

Actors' strategic preferences 

Given the affinities between the varieties of capitalism approach and 
transaction cost economics discussed above, it might be surprising to 
learn that, like neo-classical economists, but unlike writers who favour 
the varieties of capitalism approach, transaction cost economists have been 
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highly critical of state-supported institutions, such as co-determination. 
It will he argued here that the main reason for this discrepancy between 
the varieties of capitalism approach and transaction cost economics is 
that the two approaches make contrasting assumptions about the for¬ 
mation of actors' strategic preferences. 

For transaction cost economists - as well as for neo-classical economists, 
such as Friedman (1962), Becker (1976), and Stigler and Becker (1977) - 
actors' interests and strategic preferences are exogenous to the institu¬ 
tional framework in which actors operate. In short, although, within 
analyses that are based on the assumptions of transaction cost economics, 
preferences may change over time, institutions do not fundamentally 
alter the strategic preferences of actors (Furubotn and Richter, 1998: 3; 
North, 1990: 17). Therefore, despite the fact that transaction cost econo¬ 
mists disagree with neo-classical economists on the role that institutions 
can play in acting as safeguards for certain kinds of invesfment (fhat is, 
ones that are specific to an asset or relationship and that cannot be used 
for ofher purposes), they are in agreement with neo-classical economists 
that state-supported institutions, such as works councils and co¬ 
determination, are inappropriate for workers wifh general skills. As 
Williamson (1985: 302; see also Furubotn and Richter, 1998: 397) has 
written: 

That argument [that co-determination should be extended so that 
workers' influence exfends to general investment issues, planning 
and output decisions] is clearly mistaken as applied to workers with 
general purpose skills and knowledge. Such workers can quit and be 
replaced without productive losses to either worker or firm. 

Similarly, Pejovich (1998: 192) has also nofed fhat: 

[State-supported] Codetermination shifts the responsibility for 
decisions fo members of the team whose assets are not firm-specific 
[i.e. workers]. If the shareholders make an investment decision that is 
successful, fhe gains are shared with labor. If, on fhe ofher hand, the 
investment decision is not successful, shareholders alone bear the 
losses. 

Pejovich appears, therefore, fo rule out the possibility that (risk-adverse) 
workers have nothing to lose, such as their jobs and pensions, from poor 
invesfmenf decisions, whereas shareholders (who are often assumed 
to be risk neutral because of their ability to diversify their risks) have 
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everything to lose. These views are not entirely new. As early as 1978, 
Pejovich characterized the problem of statutory co-determination as 
'a divorce between decision making and risk bearing' (cited in Junkes 
and Sadowski, 1999: 57). Furubotn expressed himself in a similar vein in 
1988. Co-determination breaks the rule that 'those making the decision 
should bear the full costs of the decisions they make' (cited in Junkes 
and Sadowski, 1999: 57). This suggests that the potential benefits of 
co-determination are highly contested. 

A corollary of this thinking is that firms will not adapt their strategies 
to 'fit' the institutional framework. In other words, firms will not begin 
to rely on workers with firm-specific skills even though such skills are, 
arguably, promoted by the institutional framework. In the view of 
transaction cost economists, then, firms will not adjust their strategies 
to take advantage of the opportunities that are, potentially, created by 
the institutional setting in which they operate. Therefore, firms will not 
adapt to the institutional framework and, thereby, will not become 
dependent upon the institutional framework for their production 
strategies. Within transaction cost economics, the possibility that firms 
will adapt their production strategies to take advantage of the potential 
opportunities offered to them by their (national) institutional settings 
is ruled out. Therefore, firms' preferences for certain institutional 
frameworks will not change. In short, in neo-classical and transaction 
cost economics pre-strategic preferences are not fundamentally different 
to strategic ones. 

Such thinking stands in sharp contrast to the arguments within the 
varieties of capitalism approach; this is perhaps the main difference 
between the transaction cost approach and the varieties of capitalism 
approach. Within the latter literature, it is common for the strategic pref¬ 
erences of firms to be treated implicitly as endogenous to the institutional 
setting; that is, institutions can influence firms' strategic preferences. As 
Hall and Soskice (2001b: 15) have written: 

firms located within any political economy face a set of coordinating 
institutions whose character is not fully under their control. These 
institutions offer firms a particular set of opportunities; and companies 
can be expected to gravitate toward strategies that take advantage of 
these opportunities. In short, there are important respects in which 
strategy follows structure. For this reason, our approach predicts 
systematic differences in corporate strategy across nations, and dif¬ 
ferences that parallel the overarching institutional structures of the 
political economy. 
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This quotation shows that, within the varieties of capitaiism paradigm, 
firms can be expected to change their strategies to take advantages of the 
opportunities afforded to them by the institutionai setting in which they 
operate. This is not assumed to happen in transaction cost economics. 

Though the quotation does not indicate that Haii and Soskice argue 
that firms change their preferences, the whoie thrust of the varieties of 
capitaiism paradigm, which seeks to defend economies, such as the 
German one, that do not adhere cioseiy to the precepts of neo-ciassicai 
thinking, suggests that an important assumption within that framework 
is that institutions can change preferences. Indeed, this assumption 
appears to underpin the following quotation. Hail and Soskice (2001b: 57) 
have contended that: 

firms based in LMEs may be more inclined to move their activities 
abroad to secure cheaper labor than companies based in CMEs, because 
the former already coordinate their endeavors using the market struc¬ 
tures that less developed nations usually provide, while the latter 
often pursue corporate strategies that rely on high skills and [an] 
institutional infrastructure difficult to secure elsewhere. 

This quotation suggests, then, that companies in CMEs (even if they 
initially or 'pre-strategically' objected to certain parts of the institutional 
infrastructure) will come to look favourably on the institutional infra¬ 
structure in which they operate, as they will (have come to) recognize 
that it supports their corporate strategies (Streeck, 2004a), and they will 
continue to invest in their home CME even when other investment oppor¬ 
tunities in low-cost, less-developed countries exist. Thus, institutions, 
within the varieties of capitalism paradigm, can change the strategic 
preferences of firms. 

Hail and Soskice's work builds on earlier work by Streeck (1997) and 
others (for example, Kenworthy, 1995: 13-35) who viewed institutions 
as 'beneficial constraints'. In other words, although institutions may 
constrain or prevent actors behaving in ways that they would initially 
prefer, they may create benefits for those (and other) actors. This stands 
in sharp contrast to neo-liberal thinking that assumes that any 
'constraints' are likely to have a negative effect. This highlights an 
important difference between the varieties of capitalism paradigm, on 
the one hand, and neo-liberal and transaction cost economics, on the 
other. Whereas the former sees firms as having the ability to adapt and 
benefit from institutions that they may, initially, have objected to, neo¬ 
liberal and transaction cost economists assume that firms lack this ability. 
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All of this highlights the cardinal importance of firms' institutional 
settings within the varieties of capitalism framework. Moreover, as will 
he discussed in greater detail helow, that approach tends to assume that 
it is national institutional characteristics that are the most important in 
determining firms' strategies. This is a corollary of some of the other 
assumptions examined here. For instance, establishments are seen as 
being largely incapable of altering their institutional setting. Yet, in light 
of the above discussion, the emphasis should surely be on the institutions 
that are actually present within firms. 

The origins of institutions 

Why do Hall and Soskice make this implicit assumption about preference 
formation? The answer stems, in part at least, from a related assumption 
about the origins of institutions. Despite the fact that the varieties of 
capitalism paradigm shares many of its underlying assumptions with 
transaction cost economics, the varieties of capitalism framework 
assumes, unlike transaction cost economics, that the institutions that 
matter are ones that are national. Furthermore, these institutions can be 
taken as given (Hall and Soskice, 2001b: 15). They contend that an indi¬ 
vidual firm is, to a large extent, incapable of shaping the institutional 
setting in which it must operate. This contrasts strongly with the view 
taken in the transaction cost literature that firms are able to set up what¬ 
ever institutions they need to support their production strategies. For 
instance, Williamson (1985: 303) has written that: 'Ordinarily, it can be 
presumed that workers and firms will recognize the benefits of creating 
[a] specialized structure of governance to safeguard firm-specific assets.' 
(See also Williamson, 1985: 48, 241.) In other words, firms can and will set 
up institutions, such as co-determination, if they are needed to protect, 
for instance, firm-specific human capital. 

Within the varieties of capitalism paradigm, by contrast, 'this specialized 
structure of governance to safeguard firm-specific assets' is assumed to 
have been created by the state and by social processes. To be sure, some of 
those who write within the varieties of capitalism framework have 
argued that firms can establish collective institutions (see, for instance 
Hancke, 2001). However, Hancke notes that when this occurs it is 
the result of firms acting in concert rather than individually. The key 
distinction between the varieties of capitalism framework and transaction 
cost economics is, in this respect, that, within the former, cardinal insti¬ 
tutions are the result of some form of collective action, whereas, in the 
latter, important institutions can be established by individual firms. 
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A corollary of this is that, in the varieties of capitalism paradigm, it is 
assumed, unlike in the transaction cost approach, that it is the national 
economic institutions that are of the greatest import in determining 
company strategies. (See, for instance. Hall and Soskice, 2001b: 15.) In 
other words, the varieties of capitalism paradigm implicitly implies that, 
within the industrial-relations systems, firms or their employees cannot 
opt out of some of the relevant institutions such as works councils and 
collective agreements. This, as will be shown, is not, however, the case. 

This assumption about the origins of institutions is, as noted above, 
related to the premise in the varieties of capitalism paradigm that the 
strategic preferences of companies are endogenous to the institutional 
framework in which firms operate. This can be explained as follows. As 
Hall and Soskice cannot argue that firms supported the introduction of 
co-determination - indeed, firms fought against it (Pejovich, 1998: 191), 
as they did against the extension of (some) co-determination rights to 
small companies in the summer of 2002 - and because they and others, 
such as Thelen (2001) and Wood (2001), seek to argue that companies 
have come to rely on the national institutional framework to support 
their production strategies, they have to assume implicitly that strategic 
preferences can be shaped by the institutional setting in which firms 
operate. If the strategies and preferences of firms were not endogenous 
to the institutional setting, firms would be as opposed to works coun¬ 
cils and other aspects of co-determination now as they were when 
co-determination was introduced. This, in turn, would mean that firms 
would seek to undermine fundamental parts of the German economic 
model. Yet, Thelen (2001) and Wood (2001) attempt to show that this is 
not the case. They both, independently and very broadly, contend that, 
whilst German employers have sometimes been extremely vociferous 
in their criticisms of aspects of the German economic model, such as 
collective bargaining and works councils, they have failed to undertake 
fundamental reforms of the model even when they were presented with 
the opportunity to do so. 

In many respects, then, the debate between transaction cost economists 
and writers in the varieties of capitalism approach centres around issues 
of structure and agency. The varieties of capitalism approach is, not 
withstanding claims to the contrary, basically a structuralist argument: 
the institutional framework, even if it does not determine strategy, 
strongly favours certain strategies over others; employers and managers 
who are cognizant of these favoured strategies then implement them 
in their companies. Transaction cost economics is, on the other hand, 
basically an actor-centred approach: firms are free to adopt whatever 
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strategies (and institutions) they wish in order to achieve their aims, 
which are formulated with only the immediate company characteristics 
and not the wider structural environment being taken into account. So, for 
instance, firms can implement institutional innovations (to, for exam¬ 
ple, overcome problems of opportunism associated with firm-specific 
assets) at the firm level regardless of the impact that the broader institu¬ 
tional environment might have on the successful implementation of 
these innovations. 

Institutions as systems 

Even though transaction cost and neo-classical economics are more 
actor oriented than the varieties of capitalism paradigm, in all of the 
approaches considered here, institutions are understood to form systems 
or 'regimes'; that is, institutions interact with one another, and outcomes 
are not determined by one institution alone but are strongly influenced 
by the effects of the different institutions interacting. The idea of seeing 
industrial-relations institutions as a system is not a new one; it was 
espoused, in the mid-1950s, by Dunlop (1958) and Slichter (1955). 

Thus, those using the varieties of capitalism framework do not just 
confine their interests to the influence of labour-market institutions on 
production strategies and the likelihood of success in different product 
markets. They place these institutions within a broader framework that 
they term a 'production regime'. The most important 'sub-systems' 
of these national production regimes include the financial system, the 
industrial-relations system, the education and training system, and 
the 'intercompany system (the latter governing relations between 
companies - that is, competition policy, technology transfer, standard 
setting, and so on)' (Soskice, 1999: 102, the italics in the original have 
been removed). These sub-systems are viewed by institutionalists as 
constituting a coherent production regime. For instance, Soskice (1999: 
109, emphasis in the original) has written of the 'strong interlocking com¬ 
plementarities between different parts of the institutional framework 
[or production regime]. Each system depends on the other systems to 
function effectively'. 

More specifically, it has been argued that the success of a vocational 
training system that encourages workers to gain industry- and firm- 
specific skills is likely to depend upon a financial system that provides 
'patient' capital, as returns on these investments are more likely in the 
long term than they are in the short term (Casper and Matraves, 2003: 
1870; Soskice, 1999). Moreover, workers do not just obtain firm- and 
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industry-specific skills on these vocational training courses, they also 
augment their power vis-a-vis management as they have the potential to 
'hold up' the company. Therefore, companies' willingness to invest in 
these skills is, in turn, likely to be contingent on institutions that can 
help to foster co-operative relations between management and workers. 
Technology transfer and standard setting are themselves, so it is argued, 
prerequisites for the emergence of training systems that encourage the 
formation of firm- and industry-specific skills. The view within the vari¬ 
eties of capitalism literature of institutions is one, therefore, that stresses 
the mutually reinforcing effects that institutions can have. (See also 
Hall, 2001.) 

This view is shared by many sociological institutionalists. Indeed, the 
view taken within the varieties of capitalism literature - at least in part - 
emerges from the perspective of sociological institutionalists. The term 
'production regime' was first used by sociological institutionalists 
(Hollingsworth et ah, 1994); authors that adopted this approach now 
prefer the term 'social systems of production'. Whilst this latter term 
retains many affinities with the former, it also emphasizes, first, the role 
of social values and, second, the possibility that these institutions can 
form systems at a sub-national, or regional, level (Hollingsworth and 
Boyer, 1997: 2). 

The neo-classical view of institutions as systems shares similarities to 
that of both sociological institutionalists and writers within the varieties 
of capitalism approach. Neo-classical economists are, for instance, 
equally aware of the problems of concentrating on the effects of one 
institution; the neo-liberal critique of labour-market regulations has 
stressed, for example, the effects of interaction between employment 
protection legislation, minimum wages, and temporary contracts. 
Siebert (1997: 39), concentrating on employment protection legislation 
and wage-setting mechanisms, has, for instance, written: 

Looking at single institutional characteristics one at a time is never 
very promising, because the effect of a single institutional arrange¬ 
ment can only be understood in its interaction with other institu¬ 
tional rules. For example, a regulation making it difficult to lay off 
people will bite more if a firm cannot adjust wages and working time 
downward. Consequently, the cumulative effect of rules is relevant 
[in] determining their total impact. 


Coe and Snower (1996), in an IMF publication that urged governments 
to implement comprehensive reforms as piecemeal ones were likely to 
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be ineffective, noted the importance of the interaction between statutory 
minimum wages and collective bargaining practices/wage-setting prac¬ 
tices. Citing evidence from the Netherlands, they noted that whilst, in 
1994, the government reduced or froze the statutory minimum wage in 
an attempt to increase employment amongst low-skilled workers, the 
reform was of little effect because the government did not prevent the 
automatic extension of wage agreements between unions and employers 
to other workers. The outcome was that the real wages of low-skilled 
workers increased in line with increases for the average private-sector 
worker and, hence, in their opinion, the reform was not an efficacious one. 

Indeed, some neo-classical economists go further and argue that 
minor reforms might even produce perverse - that is adverse - effects. 
For instance, Blanchard and handier (2000), adducing data from France 
to bolster their case, have argued that the extension of fixed-term contracts 
can act as an incentive for firms to shift employment from open-ended 
contracts to fixed-term ones. This not only has the effect of 'churning' 
those in unemployment, it also, so Blanchard and handier argue, 
decreases the number of regular higher-productivity jobs and increases 
the number of lower-productivity entry-level jobs. These, in turn, are 
likely to lead in the long run to an increase in unemployment, a decrease 
in output, and lower welfare for workers. 

A corollary of this neo-classical thinking is that, as many writers and 
organizations have contended, if reforms are to be efficacious, they must 
be comprehensive. For instance, hindbeck (1996) has noted that 'the 
complementarities between different factors [that help to explain unem¬ 
ployment] often preclude any positive effects of isolated policy action on 
the employment situation; a battery of policy actions seems necessary'. 
Similarly, Orszag and Snower (1999:1) have suggested that: 'incremental, 
small-scale adjustments of existing policy packages are doomed to failure'. 
Such arguments are not, however, accepted by all analysts. Esping- 
Andersen and Regini (2000: 3) have, for instance, noted that, in some 
cases, 'a minor adjustment of existing policies (like reducing the duration 
of unemployment benefits) may suffice to achieve intended goals'. 

This latter issue of minor reforms within systems resulting in rela¬ 
tively large changes has important conceptual and methodological 
consequences for the varieties of capitalism paradigm. For instance, that 
framework stresses that the benefits that accrue from one institution are 
likely to rely on the presence of other institutions. However, it is not 
clear what the consequences are if one of those other institutions is 
'missing'. This is especially important as many of the institutions that 
the varieties of capitalism paradigm focuses on are not mandatory 
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(in the sense that all firms must have them). For instance, companies in 
Germany can pay their workers at rates above those in industry-wide col¬ 
lective agreements. Indeed, it is not even compulsory for establishments 
in Germany to sign up to such agreements. The one and only factual 
exception is if a sectoral collective agreement is declared legally binding 
by the Federal Minister of Economics and Labour, as provided for in the 
German law on collective wage agreements (Section 5, paragraph 1). 
Normally, firms are only required to sign up to the sectoral collective 
agreement if the company is a member of an employers' association 
(Schnabel, 2000: 124). In the case of companies paying their workers 
above the minimum levels set out in the relevant sectoral collective 
agreements, this may signal the willingness of companies to poach 
workers. In situations in which firms are not covered by a sectoral col¬ 
lective agreement, this may indicate that firms believe that they have more 
to gain by negotiating wages and conditions with their own workers. 
Moreover, the importance of bank-based company financing may be on 
the wane in certain sectors of the economy; subsequently, the importance 
of (institutional) shareholders may be on the increase (Beyer and Hopner, 
2003; Deeg, 2005a; Liitz, 2004, 2005; Schmidt and Williams, 2002). 

In other words, it is not clear in the varieties of capitalism paradigm 
what the outcomes (in terms of firms' production strategies) are likely to 
be if firms differ from the type of company that is assumed to be the 
most common either in CMEs or LMEs. Are firms in, say, a CME able to 
pursue production strategies based on incremental innovation even if 
shareholders rather than banks play a more important financing role or 
if they attempt to poach workers from their rivals by paying them at 
rates higher than those in the relevant sectoral agreement? The weight 
attached to complementarity within the varieties of capitalism 
approach represents, therefore, something of an Achilles' heel, as it 
makes the framework highly 'fragile': if it is only those firms that adhere 
exactly to the type of firm that is assumed to be most common in, say, 
CMEs that are able to exploit the benefits that arise from the institutional 
complementarities, what happens to those firms that do not? Moreover, 
what are the implications for the varieties of capitalism paradigm if those 
'non-conforming' firms do succeed in international product markets? 
In other words, if firms without - from the varieties of capitalism 
perspective - key institutions can succeed in markets in which success is 
supposed to depend on the presence of those institutions, what are the 
consequences for the varieties of capitalism approach? Even though the 
concept of institutional complementarity is of cardinal importance 
within the varieties of capitalism paradigm and even though that 
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approach notes potential institutional complementarities at the macro 
level (Hall and Soskice, 2001b: 17-21), it does not provide sufficient 
details on what can be expected if those key institutions are missing at 
the firm level. (For more on the issue of complementarity see Hopner, 
2005 and Crouch et al, 2005.) 

It can, of course, also be argued that institutions, far from being a com¬ 
plementary network, act as (non-beneficial) constraints which only certain 
types of companies can overcome. For instance, whilst the institutional 
'fit' is viewed as a positive thing by those in the varieties of capitalism 
approach, others may view it in a more negative light. In the latter, it 
may only be those firms which can 'cope' with the demands of the insti¬ 
tutional framework that will survive. (For more on this, see the concluding 
chapter.) 

The spread of institutions 

Focusing on the assumptions made within the varieties of capitalism 
framework on the origins of institutions highlights not only the fact that 
authors formulate their arguments based on an unstated presupposition 
about the formation of strategic preferences, but also that some authors 
assume that the economic institutions that characterize the national 
political economy are spread uniformly across firms and sectors. For 
instance, in attempting to argue that employment protection legislation 
facilitates the provision of firm-specific skills, Estevez-Abe et al. (2001: 
149-55) have, inter alia, examined macro data on tenure rates in 
18 OECD countries. In the case of Germany, they, thereby, presume that 
the vast majority of firms adhere to the type of company that is, within 
the varieties of capitalism framework, assumed to be the most common 
in CMEs. For example, they must assume that nearly every company in 
Germany has a works councils as this is of cardinal importance 
in explaining the acquisition of firm-specific skills and, hence, the 
(increased) likelihood of long tenures. However, such an assumption is 
being increasingly called into question. Streeck, for example, has spoken 
of 'co-determination free zones' in Germany. 

This shortcoming is also apparent in some analyses at the meso level, 
which rely on sectoral data (though cf. Thelen and Kume, 1999, who, 
although writing within a broad varieties of capitalism perspective, note 
the declining coverage of collective agreements in the metalworking 
industries). For instance, Germany's export performance (Soskice, 1999: 
112-18) as well as its success in incremental innovation (Hall and Soskice, 
2001b: 41-4) in certain sectors have been adduced to support the 
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contentions made within the varieties of capitalism paradigm. However, 
these studies, like those that are based on macro data, suffer from an inabil¬ 
ity to show explicitly that it is the institutions of the German economic 
model, most notably works councils and sectoral collective agreements, 
that are, in large part, responsible for these outcomes. The fact that 
works councils and collective agreements can no longer be assumed to 
be a feature of nearly all companies in Germany leads to doubts about 
the validity of conclusions that are based on aggregated data (be it at the 
sectoral or national level) that ignore this uneven spread of institutions. 
For instance, it could, arguably, be the case that it is those companies 
that have neither a works council nor a collective agreement that not 
only export the most, but also engage in incremental innovation more 
often than co-determined companies that are covered by an industry-wide 
collective agreement. Unless analyses attempt to link, on the one hand, 
firm- or plant-level data on the type of collective agreement that com¬ 
panies conclude and information on the presence or absence of a works 
council to, on the other, firm- or plant-level outcomes (exports, innova¬ 
tion, etc.) the results will be indeterminate. 

One of the reasons that might help to explain the research strategies 
of those, such as Hall and Soskice, who have sought to provide empirical 
evidence to buttress the arguments within the varieties of capitalism 
paradigm is that the implicit foil against which they are testing their 
arguments is neo-classical economics. This point is illustrated by the fact 
that Hall and Soskice distinguish between CMEs and LMEs. The latter, 
of course, adhere most closely to the ideal type premised in many neo¬ 
classical analyses. As is evident in some of the studies that are critical of 
the German economic model, neo-classical economists tend, ultimately, 
to focus on macro-level outcomes (aggregate investment figures, aggregate 
unemployment data etc.) when assessing the impact of institutions on 
outcomes. Thus, critics (of aspects) of the German economic model 
often point to the high levels of German direct investment, low levels of 
foreign direct investment in Germany (the Standortdebatte), high levels 
of unemployment in Germany (Siebert, 1997; Sinn, 2002), and the high 
number of bankruptcies to show that the 'rational' response of companies 
to Germany's economic infrastructure is, respectively, to invest more 
abroad and less at home, to hire capital and not labour, or to go bust (see 
also Funk, 2003). Given the levels of criticisms of the German economic 
model that are broadly neo-classical in their orientation and that are 
often present in the mainstream media, it is, perhaps, not surprising 
that some, such as Hall and Soskice, who have sought to defend the 
German economic model have tended to make the same assumptions as 
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those criticizing it, namely, that the majority of firms in Germany conform 
to the stereotypical German company. 

'CMEs' and 'LMEs' 

It is, in part, due to the importance that they attach to the problems of 
co-ordination in modern capitalism that Hall and Soskice label the two 
main varieties of capitalism CMEs and LMEs. However, the latter term 
should not be construed as meaning that LMEs are incapable of carrying 
out any co-ordinated activities. (For a discussion of some of the ways in 
which markets and prices co-ordinate economic activity, see Milgrom 
and Roberts, 1992.) The terms used by Hall and Soskice distinguish 
between the types of mechanisms available to firms by which they can 
co-ordinate their activities. As Hall and Soskice (2001b: 6) have written: 
Tn liberal market economies, firms coordinate their activities primarily 
via hierarchies and competitive market arrangements.' In short, they do 
not argue that there is no co-ordination of firms' activities in LMEs. 
Indeed, Hall and Soskice (2001b: 8) have themselves written that: 'In 
many respects, market institutions provide a highly effective means for 
coordinating the endeavors of economic actors.' What they do claim, 
however, is that these relationships are characterized by formal con¬ 
tracting in a competitive environment. 

In contrast to companies in LMEs, firms in co-ordinated ones can 
also, and do, rely more heavily on non-market institutions to co-ordi¬ 
nate their undertakings with other actors and, hence, 'to construct their 
core competencies' (Hall and Soskice, 2001b: 8). The relationships that are 
more often found in this type of economy are characterized by incom¬ 
plete contracting (and, consequently, a greater reliance on relational 
contracting), networks that, first, facilitate the exchange of private 
information and, second, enable monitoring on the basis of that infor¬ 
mation. The relationships are also marked by a greater reliance on 
collaboration, and not competition, with other companies. It is a con¬ 
tention within the varieties of capitalism approach that these non-market 
institutions facilitate qualitatively different forms of co-ordination than 
those that are fostered in LMEs (Soskice, 1999: 104) and that this is 
likely to be reflected in companies' strategies as well as in success in 
certain product markets (Hall and Soskice, 2001b: 8-9). For instance, 
Soskice (1999: 102) has argued that the analysis of different institu¬ 
tional settings across economies might help to explain variation in, for 
example, the skill acquisition of employees and 'innovation strategies 
that the average company can successfully pursue'. He goes on to note 
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that this analysis may help to explain export behaviour. Thus, Hall and 
Soskice's (2001) approach, when applied to the explanation of export 
behaviour, argues for a theory of 'comparative institutional advantage' 
(Soskice, 1999: 102). Thus, Soskice (1999: 113; see also Hall, 2001: 225) 
has noted that: 

Germany, Sweden, and Switzerland [which are seen as co-ordinated 
market economies in the varieties of capitalism paradigm] have 
tended to produce relatively complex products, involving complex 
production processes and after-sales service, in well-established indus¬ 
tries, with close customer links. These are products ... are typically 
products that depend on skilled and experienced employees on 
whom responsibility can be devolved. By contrast, the United 
Kingdom and the United States [both LMEs] have not been successful 
in these areas. 


An example of a 'CME': Germany 

Germany is the archetypal CME (Dyson and Padgett, 2005: 117). Many 
of the arguments espoused in the varieties of capitalism literature are 
bolstered with examples drawn from German economic practice. This 
section will attempt to shed light on the arguments put forward by, 
inter alia, Hall and Soskice by elaborating further on the theoretical 
complementarities between different institutions. As noted above, 
many of the arguments within the varieties of capitalism literature relate 
to complementarities between labour-market institutions, and it will be 
these complementarities that will be discussed most fully here. 
However, it should not be forgotten that complementarities exist, 
according to arguments in the varieties of capitalism literature, between 
labour-market institutions and other policy areas (such as welfare policies 
and family policies). 

The problem of opportunism, which can be severe if firms wish to 
pursue certain production strategies, such as those based on incremental 
innovation, is one that, according to the varieties of capitalism 
approach, can be lessened, if not solved, by the use of institutions. The 
problem of opportunism and opportunistic behaviour affects not only 
employees; it also affects employers. Hall and Soskice (2001b: 24) have 
contended that firms in CMEs use production strategies that 'rely on a 
highly skilled labor force given substantial autonomy and encouraged 
to share the information it acquires in order to generate continuous 
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improvements in production lines and production processes'. However, 
such strategies lead to a threefold problem of opportunism. First, 
employees might hehave in an opportunistic way and demand a greater 
share of the firm's income under the threat of strike action. Second, 
employers might, once they have gained valuable information into the 
production process from employees, attempt to exploit employees. 
Third, other employers, not wishing to incur the costs of training their 
own employees, might seek to 'poach' workers from rival firms. 

Hall and Soskice have argued that the German industrial-relations 
system reduces the severity of the opportunistic behaviour in a number 
of ways. First, in Hall and Soskice's portrayal of German economic practice, 
wages are negotiated between unions and the respective employers' 
association in one Land. It is usually the most powerful private-sector 
union, IG Metall, that negotiates first in one of the Lander in which it is 
strong (often Baden-Wiirttemberg). The agreement reached is then used 
as a pilot agreement between other unions and employers' associations 
in other Lander. Such a co-ordinated wage-bargaining process is said to 
equalize pay for workers with similar skills regardless of which Land they 
work in. This, therefore, reduces the ability of employers to poach workers 
from rival companies as one of the main instruments that they might 
have at their disposal to do so (higher pay) has, to a large extent, been 
removed. However, it should be noted that collective agreements on pay 
and working conditions only represent minimum levels; that is, compa¬ 
nies, if they so wish, can offer their employees better pay and conditions. 

One such company is Volkswagen (VW), whose employees receive 
wages higher than those agreed in collective agreements. (It should, of 
course, be remembered that those workers on the '5000 X 5000' pro¬ 
gramme who, very broadly, receive euros worth DM 5000 per month are 
not, technically, employed directly by VW; they are employed by Auto 
5000 GmbH.) The potential that firms have to pay their workers at rates 
above those in the relevant sectoral agreements is downplayed signifi¬ 
cantly within the varieties of capitalism literature and will form one of the 
means to assess the accuracy of the portrayal of the German economic 
model in the varieties of capitalism literature. 

It is then argued (Hall and Soskice, 2001b: 25) that institutional com¬ 
plementarities exist between the sector-wide collective agreements on 
minimum pay and working conditions and other industrial-relations 
institutions, most notably, works councils. 

The complement to these institutions at the company level is a system 

of works councils composed of elected employee representatives 
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endowed with considerable authority over layoff and working 
conditions. By providing employees with security against arbitrary 
layoffs or changes to their working conditions, these works councils 
encourage employees to invest in company-specific skills and extra 
effort. 

In the arguments of the varieties of capitalism approach, therefore, 
works councils can offer a guarantee to employees that they will not be 
exploited by employers. Therefore, the presence of such institutions 
makes the provision of firm-specific skills easier. It is not just writers 
within the varieties of capitalism approach who have espoused such 
arguments. The role that works councils can play in facilitating the pro¬ 
vision of firm-specific skills has been highlighted by a number of 
authors, such as Berthold and Stettes (2001), Dilger, Frick, and 
Speckbacher (1999), Rogers and Streeck (1995), Milgrom and Roberts 
(1995), and Riirup and Sesselmeier (1999). However, contrary to the 
apparent assumption by Hall and Soskice, not all firms in Germany have 
works councils. These can only be set up once workers have voted in 
favour of one. The coverage rates of works councils will, therefore, form 
another assessment of the varieties of capitalism paradigm. 

Germany is, of course, not the only CME, and the arguments within the 
varieties of capitalism paradigm that have been outlined here for Germany 
are said to be valid for a number of other countries. Those countries iden¬ 
tified within the varieties of capitalism paradigm as CMEs are Austria, 
Belgium, Denmark, Finland, Japan, the Netherlands, Norway, Sweden, 
and Switzerland. 

An example of an LME: the United States 

The United States is the key exemplar of an LME (Hall and Soskice, 
2001b). In such an economy, firms rely more heavily on the market to 
resolve co-ordination problems. These institutions, however, favour dif¬ 
ferent types of co-ordination to those promoted by institutions in CMEs. 
In important areas of firms' activities in LMEs, 'competitive markets are 
more robust [than they are in CMEs] and there is less institutional sup¬ 
port for non-market forms of coordination' (Hall and Soskice, 2001b: 29). 
One such important area is industrial relations. Here, too, the market 
plays a much greater role in both employer-employee and inter-firm 
relations in LMEs than it does in CMEs. Unlike firms in CMEs, companies 
in LMEs do not have to liaise with workers' representatives; they are also 
freer to hire and fire workers as they please (Hall and Soskice, 2001b). 
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These factors, it is argued within the varieties of capitalism literature, 
have an impact on hoth firms' and employees' strategies. Fluid labour 
markets make it easier for firms to hire or fire labour in order to pursue 
new opportunities. However, these fluid labour markets make it less 
attractive for companies to implement production strategies that are based 
on long-term employment. Moreover, they also encourage individual 
employees to gain general skills rather than company-specific skills, as 
the former, by their very nature, can be used by other firms. This strategy 
is likely to be highly important in situations in which careers involve a 
considerable amount of movement between firms (Hall and Soskice, 
2001b: 30). 

Thus, so the argument runs, the national economic institutional 
framework in which firms are embedded has important implications 
both for their internal structures and, more importantly, for their capacity 
to perform certain tasks or to pursue certain strategies. For instance, in 
LMEs, authority is concentrated in management's upper echelons; this 
makes it easier for firms to make workers redundant when they are faced 
with financial-market pressures. Moreover, it also enables new strategies 
to be imposed upon the firm as and when new opportunities present 
themselves to firms. These new opportunities are, according to the vari¬ 
eties of capitalism paradigm, likely to arise relatively frequently in 
economies characterized by highly mobile assets. In CMEs, by contrast, 
where firms' access to finance and technology are said to depend 
upon their attractiveness as a collaborator and, hence, their reputations, 
corporate structures that 'impose more consensual forms of decision 
making' enable companies to develop reputations that are not com¬ 
pletely dependent on those of their top managements (Hall and Soskice, 
2001b: 33). The varieties of capitalism paradigm also contends that 
by constraining top management's ability to act arbitrarily, these corpo¬ 
rate structures enhance the firm's and managers' ability to commit 
themselves credibly to relational contracts with employees and others. 
This is said to be important in economies in which firms' access to many 
kinds of assets, such as technology and skills, may depend upon the 
ability to enter into relational contracting (Hall and Soskice, 2001b: 33). 

The United States is, of course, not the only LME, and the arguments 
within the varieties of capitalism paradigm that have been outlined 
here for the United States are said to apply to a number of other coun¬ 
tries. Those countries identified within the varieties of capitalism para¬ 
digm as LMEs are Australia, Canada, Ireland, New Zealand, and the 
United Kingdom. 



The Assumptions of the Different Approaches 43 


Implications 

This chapter has sought to clarify some of the unstated assumptions that 
underpin the varieties of capitalism theoretical framework hy compar¬ 
ing it to two competing approaches that come to radically different 
assessments about the benefits of state-supported institutions, such as 
co-determination, despite the fact that the varieties of capitalism 
approach draws extensively on some of the arguments that were first 
proposed within one of those alternative approaches, that is, transaction 
cost economics. By comparing the varieties of capitalism paradigm to 
transaction cost economics, it has been possible to highlight assump¬ 
tions made in the former, first, about the strategic preferences of firms 
being endogenous to their institutional environment and, second, 
about the, more or less, uniform spread of important institutions. 

Yet, by making this latter assumption. Hall and Soskice ultimately run 
this risk of obviating one of their main aims, that is, to put the firm at 
the centre of their analyses. Paradoxically, despite Hall and Soskice's 
claim (2001b: 6, italics removed) that the 'varieties of capitalism 
approach to the political economy is actor-centred', within the 
approach the differences between firms are irrelevant: all firms are pre¬ 
sumed to adhere to the type of firm assumed to be most common either 
in a CME or an LME and can adapt to become, respectively, incremental 
or radical innovators. It is the structure of the national economy, not the 
differences between firms, that largely determines the actions of firms. 
Yet, firms, obviously, do differ. Therefore, despite the important differ¬ 
ences between the varieties of capitalism, the differences between the 
varieties of firms - in terms of their structures and goals - might be of 
greater importance in explaining the actions of companies. Importantly, 
actors may be able to mould their institutional setting as well as influ¬ 
ence the effects that institutions have. These are the themes that 
chapters 3 and 4 explore. The next chapter examines the main claim of 
the varieties of capitalism paradigm that (national) institutions lay the 
foundations for comparative advantage. It will do this by assessing the 
distribution of export success in a number of economic sectors in which 
competitiveness is characterized by either radical or incremental innova¬ 
tion. Unlike previous studies, it does this for a wide group of Organization 
for Economic Co-operation and Development (OECD) countries that are 
clearly identified in the varieties of capitalism literature as LMEs, CMEs, 
or 'unclassifieds'. Moreover, it draws on data for a greater number of eco¬ 
nomic sectors and sub-sectors. 
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Notes 

1. Put simply, transaction costs arise whenever economic actors engage in, or 
seek to engage in, trade. These costs potentially include search costs (the costs 
associated with trying to find an economic partner or trying to ascertain 
which potential partner offers the best price, quality, or value), bargaining 
costs (the costs of negotiating a deal), monitoring costs (the cost of ensuring 
that contracts are being adhered to), enforcement costs (the price that must be 
paid for the enforcement of a contract, which can include legal costs), and the 
cost of maintaining the system as a whole (courts, the police, etc.). 
Transaction cost economics seeks to assess the way in which these costs influ¬ 
ence the actions of economic agents. 

2. The term 'state-supported institutions' will - even if a little cumbrous - be used 
in preference to the word 'mandatory' as firms do not have to have a works 
councils, and, similarly, firms do not have to adhere to (the minimum terms 
and conditions of) a sectoral collective agreement (although industry-wide 
collective agreements are often used as the basis for firm- or plant-level col¬ 
lective agreements). For the former, workers must vote to establish one; for the 
latter, firms must be members of the relevant employers' association. It should 
also be noted that firms, if they so wish, can exceed the pay and conditions set 
out in sectoral collective agreements. 

3. Some of the assumptions of sociological intuitlonalists will also be outlined. 

4. To be sure, neo-classical and transaction cost economists would not deny that 
the state has a crucial role to play in establishing institutions, such as the rule 
of law (protection of property rights) and national defence, that are prerequi¬ 
sites for many businesses to function. Both schools of thought would con¬ 
tend, however, that above and beyond these institutions, the company should 
be free to decide which additional institutions it needs. 

5. It should be noted at the outset that the image presented here of neo-classical 
economics is of the 'unvarnished' or 'highly' neo-classical kind. It is, thus, an 
ideal type. A more realistic portrayal of current neo-classical economics 
would, for example, have to take into consideration the fact that many who 
consider themselves neo-classical economists now employ the new economics 
of organization, and various kinds of game theory allow for incomplete infor¬ 
mation and strategic interaction. 



3 

Comparative Advantages in 
Co-ordinated and Liberal 
Market Economies 


The main and innovative claim of the varieties of capitalism framework 
is that different types of national institutional settings, which are cate¬ 
gorized as either 'liberal market economies' (LMEs) or 'co-ordinated 
market economies' (CMEs) (or 'unclassified') (Hall and Soskice, 2001b: 
19-21), will favour contrasting innovation strategies (either, respectively, 
radical or incremental). These different innovation strategies are, in 
turn, likely to lead to success in different product markets. Indeed, as 
the subtitle of the volume makes clear. Hall and Soskice contend that 
national economic institutions lay the foundations for comparative 
advantage. They argue, therefore, that these institutional differences will 
result in 'cross-national patterns of [product] specialization' (2001b: 38). 
(Cf. Bartle, 2002; see also Casper and Whitley, 2004; Hall, 2001; Soskice, 
1999.) This chapter will seek to assess the validity of that main claim 
from which two broad expectations can be drawn: one, that LMEs, com¬ 
pared to CMEs, will tend to have a higher number of sub-sectors in 
which they have a comparative advantage in sectors characterized by radical 
innovation and, two, that CMEs should outperform LMEs in sectors char¬ 
acterized by incremental innovation. 

This chapter will seek to assess the validity of that main claim by 
examining one measure of product specialization - revealed symmetric 
comparative advantage (RSCA) - for a range of Organization for Economic 
Co-operation and Development (OECD) countries that represent a good 
selection of CMEs, LMEs, and 'unclassifieds'. OECD export data at the 
one and two digit levels of the standard international trade classification 
(SITC) system (revision 3) form the basis of this assessment. Data from 
1999 were chosen as they are contemporary to important contributions 
to the varieties of capitalism literature (Hall and Soskice, 2001a; Soskice, 
1999). Data from 1994 are also included to provide a dynamic element 
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to the analysis. In carrying out this assessment, the fact that many of the 
arguments propounded in that paradigm rest on the notion of necessity 
and not sufficiency will be highlighted. Necessary causes have to be present 
for the outcome under consideration to occur; their presence does not, 
however, automatically lead to the outcome. Those causes that always 
result in a certain outcome are said to be sufficient ones. The importance 
of these two concepts is not just a semantic one; they also have ramifi¬ 
cations for the type of analytical techniques used to assess arguments 
empirically. In short, conventional statistical techniques, such as multi¬ 
variate regression, conflate necessity and sufficiency (Ragin, 2000: 96). 
This chapter will use a more appropriate measure - odds ratios based on 
the comparative advantage data - to assess the validity of the central 
claim of the varieties of capitalism approach that cross-national patterns 
of product specialization exist. Odds ratios will be calculated for the 
main CMEs (Germany, Sweden, Austria, the Netherlands, and Japan) and 
LMEs (the United Kingdom, the United States as well as New Zealand). 
Two 'unclassified' countries - France and Italy - are also included in the 
analysis for illustrative purposes. 

To be more specific, this chapter will determine whether or not there 
is a difference between the likelihood of success in economic sectors that 
might be said to be characterized by incremental innovation in 
Germany and other CMEs, on the one hand, and LMEs, on the other. If, 
for instance, the United Kingdom, a good example of an LME (King and 
Wood, 1999), has a similar number of sectors characterized by incremental 
innovation as Germany, the paragon of a CME, it can be concluded that 
such a CME institutional framework is not necessary for a strategy of 
incremental innovation and, hence, the claims put forward in the varieties 
of capitalism approach will be weakened. 

Despite many empirical analyses within the 2001 Varieties of 
Capitalism volume edited by Hall and Soskice and despite other studies 
that have attempted to assess the paradigm (Casper and Matraves, 2003; 
Casper and Whitley, 2004; Hall and Gingerich, 2001; Paunescu and 
Schneider, 2004; Soskice, 1999), the measure of trade specialization used 
in this chapter - (RSCA) - has tended to be overlooked, even though it is 
a more appropriate measure of comparative advantage than those used 
by other researchers (see below). Where it has been used before (Fioretos, 
2001), the data underpinning it come from 1990. This research, therefore, 
seeks to update some of the analysis already performed within the varieties 
of capitalism framework. 

The RSCA measure is based on OECD export data for 1994 and 1999. 
The data are disaggregated at the one and two digit levels of the SITC 
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system. By adopting a quantitative approach, this chapter aims to 
complement those assessments of the varieties of capifalism paradigm 
fhat have been carried out at the sectoral level and that have relied pre¬ 
dominantly on qualitative data (see, for instance, Casper and Matraves, 
2003; Casper and Whitley, 2004). The analysis here does not provide 
strong support to the central contention of the varieties of capitalism 
approach that there are discernible differences in comparafive advanfage 
with regards to the export success between various countries depending 
on their national institutional frameworks (Hall and Soskice, 2001b: 38; 
Soskice, 1999). The analysis does, however, raise issues of a concepfual 
and a methodological nature. For instance, in the case of fhe former, 
inter alia, are radical and incremenfal innovation divorced from one 
anofher? In fhe case of fhe lafter, how can changes in fhe secfors in 
which a counfry has a comparafive advanfage be accounfed for? 

The sfructure of fhis chapfer is as follows. The next section will briefly 
oufline fhe varieties of capifalism approach. It will then discuss the 
concept of 'necessity' and the way in which it applies to the varieties of 
capifalism framework. A brief summary of previous quantifative assess- 
menfs of the varieties of capitalism paradigm will then be provided. The 
data and methodology are then described; this includes a description of 
how the RSCA scores are calculated. The RSCA scores for a range of coun¬ 
fries in 1999 that are clearly identified in the varieties of capitalism para¬ 
digm as either CMEs, LMEs, or 'unclassifieds' will then be provided and 
discussed. RSCA values are then calculated for 1994. These resulfs are 
compared to those from 1999. The RSCA scores are then used to calculate 
odds ratios for the likelihood of success in sectors that may be character¬ 
ized by incremental innovation. These odds ratios are calculated for the 
OECD countries included in the analysis here. In this assessment, 
Germany forms the baseline against which the other countries are com¬ 
pared, as Germany is the paragon of a CME. The imporfance of fhese 
odds ratios is discussed. Finally, the broader ramifications of the findings 
in this chapter for the varieties of capitalism approach are discussed. 

The importance of national institutions in 
the varieties of capitalism framework 

As already noted in detail in Chapter 2, the varieties of capifalism frame¬ 
work focuses on many importanf instifutional areas, such as industrial 
relations, corporate governance, vocational training systems, and 
inter-firm relafions. If will not be possible to go into the details of these 
different areas here. However, an overview of the broad arguments within 
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the varieties of capitalism framework as well as the ways in which 
different institutional areas interlink within these broad arguments will 
be provided. 

As already noted in greater detail in Chapter 2, the varieties of capi- 
falism approach fo fhe study of capitalism has two key stages. In the first 
stage, it is argued that different national economies offer different 
opportunities to companies. As companies are likely to be aware of fhese 
opporfunities, firms will, on the whole, adjust their production strate¬ 
gies as well as their use of, for example, different types of human capital 
(either general or firm specific) to take advantages of these opportunities. 
It is argued that these institutions and, hence, opportunities differ 
between countries or at least between groups of counfries. Hall and 
Soskice (2001b) disfinguish between (on average, more highly regulated) 
CMEs, paradigmatic examples of which are Germany and Sweden 
(Kafzensfein, 1989; Pontusson and Swenson, 1996; Thelen, 1993), and 
LMEs, such as fhe United States and the United Kingdom (King and 
Wood, 1999). As a result of fhese differing opporfunifies, firms within 
these groups of nafions are likely fo rely, amongsf other things, on dif¬ 
ferent forms of human capifal. 

In fhe second key stage in the varieties of capitalism framework, fhe 
reliance on, for instance, different forms of human capital will lead to 
success in certain product markets. Workers with firm-specific skills will 
be a prerequisife for success in producf markefs characterized by incre¬ 
mental innovation, which are said to be 'marked by continuous small- 
scale improvements to existing product lines and production processes' 
(Hall and Soskice, 2001b: 39). Workers with general skills, on the other 
hand, will be a sine qua non in markets in which radical innovation - 
'innovative design and rapid product development based on research' 
(Hall and Soskice, 2001b: 39) - is the key to success. In short, national 
economic frameworks lay the foundations for comparative advantage 
(Hall and Soskice, 2001b: 41). This differing success in various product 
markets will be reflected in comparative advantage or related data. Hall 
and Soskice (2001b) and Soskice (1999) have, indeed, used such data to 
bolster their arguments (see below). 

One important part of national economic institutions that distin¬ 
guishes CMEs from LMEs is the labour market. Hall and Soskice (2001b) 
argue that the national industrial-relations framework encourages firms 
in co-ordinated market economies to employ production strategies that 
rely on a highly skilled workforce fhat is relafively autonomous. This, 
however, means that companies run the risk, first, of being 'held up' 
by their employees and, second, having their skilled workers poached by 
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rival firms. In a similar fashion, workers who share information with 
managers are vulnerable to exploitation by them. Hall and Soskice 
(2001b: 24-5) argue that these problems, which are associated with actor 
opportunism, can be overcome by an industrial-relations system that 
sets wages through industry-level agreements. These agreements, Hall 
and Soskice (2001b: 25) argue, equalize 'wages at equivalent skill levels 
across an industry'. By doing so, they are also said to make it difficult for 
firms to poach workers. Poaching is also lessened by a vocational training 
system that is run, in Germany at least, along para-public lines by non¬ 
governmental industrial chambers. Such chambers encourage more 
firms to become involved in vocational training than would otherwise 
be the case. This means that the problem of free riding and, hence, 
poaching is reduced. 

However, it is not just industry-level collective agreements in CMEs 
that facilitate investments by firms and workers in firm-specific skills. 
Such investments are also, so it is argued, supported by other industrial- 
relations institutions, most notably, works councils. In a section on 
Germany, Hall and Soskice (2001b: 25) have noted that works councils 
are 'endowed with considerable authority over layoff and working 
conditions'. In other words, they argue that works councils help to provide 
'employees with security against arbitrary layoff or changes to their 
working conditions'. By doing so, works councils help to facilitate 
investments in firm-specific skills and 'extra effort'. 

Investments in firm-specific skills require both workers and firms to 
take a long-term view, as workers with such skills have, by definition, 
fewer transferable skills than those with general skills, and firms will be 
prevented from hiring and firing large numbers of workers by strong 
works councils and employment protection legislation. This long-term 
view is, for firms at least, also encouraged by a bank-based financial 
system. As companies in CMEs often receive, so the argument runs, their 
main financial backing from banks - as opposed to other institutional 
investors such as investment funds - they are under less pressure to post 
good short-term financial results. In other words, banks, unlike large 
investment funds that are not committed to individual companies, are 
said to provide 'patient capital' (Casper and Matraves, 2003: 1870; 
cf. Gospel and Pendleton, 2004). Firms in CME, therefore, are said to be 
under less pressure to post short-term financial gains. 

LMEs are the mirror image of CMEs. Firms in LMEs, such as the United 
Kingdom and the United States, make greater use of market mechanisms 
to resolve general problems of co-ordination between different economic 
actors than companies in CMEs do (Hall and Soskice, 2001b: 27). Within 
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the area of industrial relations, the market plays a much greater role in 
LMEs than it does in CMEs. Hall and Soskice (2001b: 29) note that, 
unlike firms in CMEs, companies in LMEs do not have to liaise with 
worker representatives; they are also freer to hire and fire workers as they 
please. Moreover, they contend that 'top management normally has 
unilateral control over the firm'. As noted above, it is argued within the 
varieties of capitalism literature that such a system of employee relations 
has an impact on both firms' and employees' strategies. These strategies 
are the opposite of those found in CMEs: because the industrial- 
relations setting in LMEs does not favour long job tenures, workers will 
be keen to invest in general skills that can be transferred to other com¬ 
panies. Similarly, such an industrial-relations setting will discourage firms 
from pursuing 'production strategies based on promises of long-term 
employment' (Hall and Soskice, 2001b: 30, 33) as firms may have to 
move quickly into markets with better growth prospects. A strategy based 
on 'promises of long-term employment' is also said to be discouraged by 
a financial system in which stock markets play a very prominent role. 
These markets are said, within the varieties of capitalism paradigm, to 
place pressure on firms to post good financial results quarter after quarter 
(cf. Gospel and Pendleton, 2004). 

To summarize the varieties of capitalism framework, firms in LMEs will 
implement strategies based on radical innovation in part because skilled 
workers in these economies can move easily between different companies; 
in CMEs, by contrast, firms will rely on workers with firm-specific skills so 
they will pursue strategies based on incremental innovation (Hall and 
Soskice, 2001b: 41). Because differences in the varieties of national eco¬ 
nomic frameworks will promote certain activities - such as investments in 
firm-specific skills - over others, companies in different economies will be 
able to produce some goods more efficiently than others (Hall and Soskice, 
2001b: 37-8). Therefore, if the varieties of capitalism framework is broadly 
correct, 'cross-national patterns of [product] specialization' between the 
two main groups of economies should be discernible. In other words, the 
variations in industrial-relations and corporate-governance systems (to 
name but two national economic stmctures) are likely to lead to success in 
different product markets. These different degrees of success should be 
reflected in appropriate measures, such as comparative advantage data. 

Are certain public policies necessary for 
success in distinct product markets? 

In many of their arguments. Hall and Soskice (2001b) either explicitly or 
implicitly argue that in order to overcome the problems associated with 
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a strategy of incremental innovation (opportunism by autonomous 
workers as well as by managers), it is necessary to have institutions such 
as those found in CMEs. A necessary cause, as Ragin (2000: 91) has noted, 
is one that 'must he present for fhe outcome in question to occur'. Its 
presence does not, however, 'automatically' lead to the outcome. If a 
factor, in Ragin's words (2000: 92), 'always [produces] the outcome in 
question', it is viewed as a sufficient cause. For arguments similar to those 
of Ragin, see Braumoeller and Goertz (2000) and Dion (1998), and for a 
more in-depfh discussion of some of the issues related to necessity, see 
Braumoeller and Goertz (2002), Clarke (2002), and Seawright (2002). 

In other words, within the varieties of capitalism approach, it is not 
argued that CME-type institutions will always lead to production strategies 
based on incremental innovation. For instance, Soskice (1999: 115, 
emphasis added) has argued that 'efficiency [when pursuing a sfrafegy of 
incremental innovation] requires a more consensus-based approach to 
decision making.' He does not argue that a consensus-hased approach to 
decision making is sufficient to lead to efficiency in this area. In a similar 
vein, Soskice (1999: 115, emphasis in the original) has also spoken of the 
'need', or necessity, of having ‘skilled employees with industry-technology 
skills as well as company-specific product knowledge skills', if compa¬ 
nies are to pursue a product strategy of incremenfal innovation success¬ 
fully. The imporfance of fhe concept of necessity to many of the 
arguments within the varieties of capitalism framework stems from a 
recognition that actors are influenced by more than just institutions. For 
instance. Hall (2001: 227) has noted that institutional structures are not 
the only pressures that affect firms' strategies; these strategies will also be 
influenced by fhe information available about possible returns, by the 
credibility of ofher actors to co-operate as well as by their reputations. 

The fact that the concept of necessity lies behind many of the arguments 
within the varieties of capifalism approach thaf relate to economic insti¬ 
tutions has ramifications for the statistical technique used to assess such 
arguments (Allen, 2002b). Many conventional statistical techniques, 
such as multivariate regressions, conflate the concepts of sufficiency and 
necessity (Ragin, 2000: 96). In ofher words, in convenfional statisfical 
analyses, arguments based on necessity are treated in the same way as 
those based on sufficiency. The nature of fhe argumenfs within the vari¬ 
eties of capifalism framework, however, milifafes against the use of con¬ 
ventional statistical methods. Unlike statistical techniques that might 
compare two populations - one of which exhibits the sufficient causal 
variable under investigation, whilst the other does not - Ragin's method 
of qualitative comparative analysis - when assessing necessity - examines 
those cases in which the outcome in question is present to see whether 
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or not the causal variables under consideration are also present. To use 
different terminology, cases are chosen on the dependent variable (even 
though this may appear as a grave mistake to others, such as King etal., 
1994); the relevant causes of these outcomes are then identified. Cases in 
which the outcome is not present are considered to be irrelevant. 
Figure 3.1 shows the cases that are relevant for an assessment of arguments 
based on necessity. 

As can be seen in Figure 3.1, only those cases in which the relevant 
outcome is present are important for an assessmenf of argumenfs based 
on necessify; by contrast, many conventional statistical analyses also 
include cases in which the relevant outcome is not present. Figure 3.2 
shows the analytical thinking behind conventional statistical tech¬ 
niques. In analyses based on such statistical techniques, which include 
multivariate analysis, all cells in the Figure 3.2 are relevant. The figure 
also shows whether cases in the cells count against or in favour of a 
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Cell 1 
(Relevant) 
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Figure 3.1 Relevant and irrelevant cases for an assessment of necessity 
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Figure 3.2 Relevant cases used in conventional statistical techniques 
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particular theory. Therefore, given the nature of many of the arguments 
within the varieties of capitalism paradigm, it would be inappropriate to 
use conventional statistical techniques in this part of the analysis. Ragin 
(2000) has suggested that arguments such as those in the varieties of 
capitalism paradigm that are based on the concept of necessity should 
be assessed using odds ratios (see below). 

Quantitative empirical tests of the varieties 
of capitalism paradigm 

The measure used in Hall and Soskice (2001b) to bolster their arguments 
is patent data. Within this data, they classify (although it is not made 
clear how) different industries into either incremental or radical inno¬ 
vators. Examples, according to Hall and Soskice (2001b), of sectors 
characterized by incremental innovation are mechanical engineering, 
product handling, transport, consumer durables, and machine tools. 
Germany, they argue, is strong in these sectors. Hall and Soskice (2001b: 
41-4) juxtapose these German strengths next to relative American 
weakness. The United States is, however, seen as being strong in sectors 
that are characterized by radical innovation. It is in these sectors, such 
as medical engineering and biotechnology, in which Germany is seen as 
being weak. It should, however, be noted that patent data are an inap¬ 
propriate measure of comparative advantage, as patents might only 
'translate' very poorly into comparative advantage. For example, the fax 
machine, though patented in Europe, proved to be a great commercial 
success for many Japanese companies (Schroder, 2002). 

Researchers who have propounded the varieties of capitalism 
approach have not just relied on patent data, however. They have also 
tried to bolster their arguments with comparative empirical evidence on 
export success in different industrial sectors. For instance, adducing data 
from Michael E. Porter (1990), Soskice (1999: 113) notes that, in 1985, 
Germany had 46 (unnamed) industries in the (undefined) 'machine 
industry' sectors of the economy that were 'internationally competitive'. 
Soskice, relying on Porter's work, defined 'internationally competitive' 
in an unsatisfactory way (see below) to mean that, in those 46 industries, 
the export share was larger than Germany's aggregate export share. In the 
'machine industry' sectors of the economy, Soskice (1999: 113) noted 
that the United Kingdom had just 18 industries that were internationally 
competitive. The contrast with Germany is, therefore, stark. 

Soskice's analysis does not stop there. He goes on to note that the 
United Kingdom, a good example of an LME, had a strong export record 
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in 'service industries', whilst Germany fared relatively badly. Soskice 
(1999: 114) notes that in these industries, Germany had seven sectors 
that were internationally competitive, whereas the United Kingdom had 
27 and the United States, 44. Soskice argues that these industries rely on 
the individual skills of highly trained and mobile professionals. They 
include, amongst other things, management consultancy, advertising 
and related media services, and investment banking. These data would, 
therefore, appear to support Hall and Soskice's arguments (2001: 38) 
that there are 'cross-national patterns of specialization'. This seems espe¬ 
cially true given the fact that Soskice (1999) also includes data for 
Switzerland, Sweden, and Italy in his analysis. However, to support their 
claims. Hall and Soskice (2001b) surely have to show that the data for a 
broader range of countries, that is, for a larger number of LMEs and 
CMEs, are consistent with their contentions. Moreover, a straightfor¬ 
ward comparison of success in different countries might not be the most 
appropriate method to assess their arguments, which are, in large part, 
based on necessity. In addition, despite providing some examples of eco¬ 
nomic sectors that can be classified as being characterized by either 
incremental or radical innovation, Soskice's (1999) categorization is rela¬ 
tively limited and, hence, is an inadequate basis upon which to found a 
detailed cross-national assessment of trade specialization. 

Data and methodology 

The data used in this chapter are drawn from various issues of the OECD's 
International Trade by Commodities Statistics (revision 3) published in 2000. 
Data from 1999 were chosen as it was felt that this would represent a 
'fair' test of the arguments put forward by the varieties of capitalism 
approach as some of the key texts in the framework (Hall and Soskice, 
2001a; Soskice, 1999) were being written at about that time. Data from 
the year 1994 were chosen to provide a dynamic element to the analysis. 
The OECD's International Trade by Commodities Statistics provide, within 
the area of manufacturing, data on four broad sectors (at the one digit 
level) and 35 narrower sub-sectors (at the two digit level). As the arguments 
within the varieties of capitalism framework are most applicable to 
manufacturing industries it is only those that have been included. In 
other words, primary-sector industries (SITC 0-4 in the classification 
system, which relate predominantly to agricultural and basic processed 
products) have been excluded. The data for all 32 OECD member states 
and territories have been used to calculate comparative advantage. 
(Chinese Hong Kong and Chinese Taipei are considered here as separate 
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entities to China.) The reported comparative advantages and disadvan¬ 
tages are for those countries clearly identified in the varieties of capitalism 
literature as either CMEs, LMEs, or unclassified. 

Comparative advantages and disadvantages are based on the measure 
of RSCA, which, in turn, builds upon Balassa's (1965) index of revealed 
comparative advantage (RCA). (See De Benedictis and Tamberi, 2001, for 
a more detailed discussion of the Balassa index.) The RCA of sector j in 
country i is calculated as follows: 

(country i exports in sector j/total exports from country i) 
(OECD exports in sector j/total OECD exports) 


The numerator in the above term represents the ratio between a country's 
exports in a given sector and the country's total exports. This ratio is 
then compared to the ratio for the same sector for the OECD as a whole 
(including country i's exports). If the RCA equals 1 for a sector, the 
country's exports in that sector as a share of the country's total exports 
is the same as the 'average' for that sector for the OECD as a whole. 
When the RCA is greater than 1, the country under consideration has a 
revealed comparative advantage in that sector. When the RCA is less 
than 1, the country has a revealed comparative disadvantage in that 
sector. The RCA could take any value between 0 and infinity and, thus, 
is difficult to use in cross-country comparisons. In order to overcome 
this problem, Laursen (1998) has suggested transforming the RCA as 
follows: 


RSCA = 


(RCA - 1) 
(RCA + 1) 


This makes the index symmetrical about 0: values above 0 indicate 
a comparative advantage, figures below 0 indicate a comparative 
disadvantage. It can range from -1 to 1. 

The RSCA index is a more appropriate measure to use than that 
employed by Soskice (1999: 113), as the RSCA takes the 'tradability' of 
different goods into account. Soskice's measure of 'international 
competitiveness' does not compare export success across nations, but 
within them. It is calculated as follows: 

(country i exports in sector j/total 
production in sector j in country i) 

'International competitiveness ' = - 

aggregate export share for country i 
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If the export ratio for one sector is higher than the aggregate export 
share for the entire economy, then, on Soskice's measure, that sector is 
internationally competitive. However, as Soskice does not compare one 
country's export success to that of other countries, he has no way of 
knowing whether or not he is merely assessing the ease with which that 
product can be exported. It could, for example, be the case that one par¬ 
ticular product has an above-average export record in one country. This 
would, for Soskice, be evidence of product specialization. If this product 
has an above-average export record in other countries, all these countries 
would, on Soskice's measure, be specialized in the trade of that com¬ 
modity. Yet the concept of 'comparative advantage' surely requires a 
measure that compares export success between countries and not just 
within them. The RSCA outlined above does just that. 

Revealed symmetric comparative advantages 

Table 3.1 shows the generalized results for the RSCA index for different 
manufacturing sectors in a clutch of OECD that represent a good cross- 
section of LMEs, CMEs, and 'unclassifieds' for 1999 at the one and two 
digit SITC levels. The actual coefficients are not provided in Table 3.1, as 
what is of interest here is, first and foremost, whether or not the selected 
countries have a comparative (dis)advantage. In the table, '+’ indicates 
a revealed symmetric comparative advantage and '—'a revealed symmetric 
comparative disadvantage. 

The data (in Panel A of Table 3.1) at the one digit level offer a some¬ 
what mixed picture for the varieties of capitalism paradigm. For 
instance, whilst in the 'chemicals and related products' (5) sector, 
Germany shares a comparative advantage with, amongst the CMEs, the 
Netherlands and whilst the United States, an important LME, does not 
have a comparative advantage, the United Kingdom does. Moreover, 
important CMEs, such as Sweden and Japan, do not have a comparative 
advantage in this sector. To be sure, the varieties of capitalism paradigm 
would not expect there to be a strict dichotomy between LMEs and 
CMEs in terms of export success; however, the evidence, at this level at 
least, is more mixed than might be anticipated by the varieties of 
capitalism paradigm. 

The evidence from the 'manufactured goods' (6) sector does not provide 
support for the varieties of capitalism paradigm. In this sector, there would 
appear to be no pattern of trade specialization between LMEs and CMEs. 
Whereas two CMEs (Austria and Sweden) have a comparative advantage, 
so too does New Zealand. The 'machinery and transport' (7) sector is 
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Table 3.1 Revealed symmetric comparative advantages and disadvantages for 
selected OECD countries, 1999 


Sector 

us 

UK 

NZ 

D 

NL 

A 

S 

/ 

I 

F 

Panel A: 1 digit level 

5 Chemicals and related 


-1- 


+ 

+ 





+ 

products n.e.s 

6 Manufactured goods 



+ 



+ 

-1- 


+ 

+ 

7 Machinery and transport 

-1- 

- 

- 


- 

- 

-1- 

-1- 

- 

- 

equipment 

8 Miscellaneous manufactured 

-1- 

-1- 




+ 



+ 


articles 

Panel B: 2 digit level 

51 Organic chemicals 


-1- 



+ 






52 Inorganic chemicals 

-i- 

-h 

- 

+ 

+ 

- 

- 

- 

- 

+ 

53 Dyeing, tanning and 

- 


- 

+ 

+ 

- 

- 

- 

- 

- 

colouring mats 

54 Medicinal and 
pharmaceutical 




+ 


+ 

-1- 



+ 

products 

55 Essential oils for perfume 

_ 

-h 

_ 

_ 

_ 

_ 

_ 

_ 

_ 

+ 

mats and cleaning 
preparations 

56 Fertilizers other than 

-i- 




-1- 






group 272 

57 Plastics in primary form 

-1- 




-1- 






58 Plastics in non-primary 

- 

- 

- 


-1- 

-1- 

- 

- 

-1- 

- 

forms 

59 Chem mats and 

-i- 

-1- 

-1- 


-1- 





+ 

products n.e.s. 

61 Leather, leather 



-1- 



-1- 



-1- 


manufactures and 
dressed furskins 

62 Rubber manufactures 

n.e.s. 




-1- 




-h 

-1- 

+ 

63 Cork and wood 

- 

- 

-1- 

- 

- 

-1- 

-1- 

- 

- 

- 

manufactures 
(exclusive furniture) 

64 Paper and paper 



-1- 

-1- 

-1- 

-1- 

-1- 




manufactures 

65 Textile yarn and 






-1- 



-1- 

+ 

related products 

66 Non-metallic mineral 


-1- 







-1- 


manufactures, n.e.s. 

67 Iron and steel 




-1- 


-1- 

-1- 

-1- 

-1- 

+ 

68 Non-ferrous metals 

- 

- 

-1- 

-1- 

- 

-1- 

- 

- 

- 

- 

69 Manufactures of 

- 

- 

- 

-1- 

- 

-i- 

No 

- 

-1- 

+ 

metals, n.e.s. 

71 Power generating machinery 

-1- 

-1- 

_ 

-1- 

_ 

-1- 

data 

-1- 

-1- 

_ 

+ 

and equipment 

72 Specialised machinery 

-1- 

_ 

_ 

-1- 

_ 

-1- 

_ 

-1- 

-1- 

— 

73 Metal-working machinery 

— 

- 

— 

-1- 

— 

-1- 

-1- 

-1- 


— 


Continued 
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Table 3.1 Continued 


Sector 

us 

UK 

NZ D 

NL 

A 

S 

/ 

I 

F 

74 Other industrial 

machinery and parts 

- 

- 

+ 

- 

+ 

+ 

+ 

+ 

- 

75 Office machine and 

automatic data- 
processing machines 

- 1 - 

- 1 - 


+ 



+ 



76 Telecommunication 
and sound-recording 
apparatus 


- 1 - 




+ 

+ 



77 Electrical machinery, 
apparatus and 
appliances, n.e.s. 

- 1 - 




+ 


+ 



78 Road vehicles 

- 

- 

- + 

- 

- 

- 

+ 

- 

+ 

79 Other transport equipment 

- 1 - 

- 

- 

- 

- 

- 

- 

- 

+ 

81 Pre-fabricated buildings, 
sanitary, heating and 
lighting fixtures, n.e.s. 



+ 

+ 

+ 

+ 


+ 

+ 

82 Furniture and parts thereof 

- 

- 

- 

- 

+ 

+ 

- 

+ 

- 

83 Travel goods, 
handbags, etc. 



~ ~ 

~ 

~ 

~ 

~ 

+ 

+ 

84 Articles of apparel and 
clothing accessories 





+ 



+ 


85 Footwear 

- 

- 

- 

- 

+ 

- 

- 

+ 

- 

87 Professional and scientific 
instruments, n.e.s. 

- 1 - 

- 1 - 

- + 

— 

— 

— 

+ 

— 

— 

88 Photo apparatus, optical 
goods, watches and clocks 



~ ~ 

+ 

~ 

~ 

+ 

~ 

~ 

89 Miscellaneous manufactured 
articles, n.e.s. 

- 1 - 

- 1 - 


+ 

+ 



+ 



Notes 

1. US = United States, UK = United Kingdom, NZ = New Zealand, D = Germany, NL = the 
Netherlands, A = Austria, S = Sweden, J = Japan, I = Italy, and F = France. 

2. 'n.e.s' means not elsewhere stated. 

3. Data for Sweden on the 'manufacture of metals not elsewhere stated' were missing. 

4. Data on sector '86' are not listed in any of the volumes from 2000. 

Source: OECD International Trade by Commodities Statistics, various issues, 2000; own calculations. 


similar to the 'chemicals and related products' industry: whilst Germany 
and other important CMEs, such as Sweden and Japan, have a comparative 
advantage in this sector and whilst the United Kingdom does not, the 
United States does. Therefore, as in the chemicals sector, it would appear 
that an important LME is able to gain international competitiveness in a 
sector that would appear - because important CMEs are successful - to be 
characterized by incremental innovation. The fact that firms in LMEs are 
able to succeed in markets that are likely to be marked by incremental inno¬ 
vation suggests one of two things. First, the results could indicate that - if 
the varieties of capitalism approach is broadly correct to argue that radical 







Co-ordinated and Liberal Market Economies 59 


innovators will emerge in LMEs and incremental innovators will prosper 
most in CMEs - both radical and incremental innovators can succeed in 
this sector. Second, the evidence might suggest that firms in the 'chemical 
industry' in the United Kingdom and those in the 'machinery and trans¬ 
port' sector in the United States are able to overcome the potential handi¬ 
caps of operating in an LME to succeed in markets characterized by 
incremental innovation. This, in turn, may indicate that such firms are 
able to draw on institutions or resources beyond those identified in the 
varieties of capitalism approach that enable them to become incremental 
innovators. (For a detailed discussion of these issues, see below.) 

The final sector at the one digit level - the 'miscellaneous manufac¬ 
tured articles' industry - does provide strong evidence to support the 
varieties of capitalism framework. With the exceptions of New Zealand 
and Austria, there is a clear dichotomy between LMEs and CMEs in 
terms of export success in this sector: the United States and the United 
Kingdom both have a comparative advantage in this sector, whilst all of 
the major CMEs do not. Therefore, the varieties of capitalism approach 
is corroborated by the evidence in this sector at this level of analysis. 

It could, of course, be argued that a more thorough assessment of the 
varieties of capitalism paradigm requires a more fine-grained approach. 
Panel B in Table 3.1 provides evidence at the two digit level of analysis. 
Once again, comparative advantage or disadvantage in Germany is seen 
as being of key importance, as Germany is the paradigmatic example of 
a CME. In other words, German success or failure in the sub-sectors 
shown in Table 3.1 will be used to guide the analysis. Within the nine 
sub-sectors of the 'chemicals and related products' industry (sub-sectors 
51-59), there is little evidence to support the varieties of capitalism 
paradigm. For instance, in the 'organic chemicals' sub-sector, there are 
only two countries - the United Kingdom and the Netherlands - that 
have a comparative advantage. Obviously, one of these is an LME and 
the other is a CME; therefore, there would appear to be no pattern of 
trade specialization in this sub-sector. Similarly, although important 
CMEs - Germany and the Netherlands - are able to gain a comparative 
advantage in the 'inorganic chemicals' sub-sector, so too are the United 
States and the United Kingdom, the two most important LMEs. This, 
once again, raises questions surrounding the conceptual accuracy of the 
varieties of capitalism paradigm: is the second key stage of that 
approach correct to assume that success in certain product markets will 
depend on firms being incremental innovators (and radical innovators 
in other markets), and is that approach justified in assuming that the 
institutions that it identifies are the only ones that firms can rely on to 
become either radical or incremental innovators? 
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In fact, apart from one of the sub-sectors, the 'plastics in non-primary 
forms' sub-sector, there are no other sub-sectors in the 'chemicals and 
related products' sector in which Germany and other CMEs have a com¬ 
parative advantage (disadvantage) and one of the LMEs do not. In other 
words, if Germany and other CMEs have a comparative advantage (dis¬ 
advantage), so too does the United States or the United Kingdom or 
both. This is even the case in situations in which there are only three 
countries with a comparative advantage, such as the 'plastics in primary 
form' sub-sector. Although the data from the 'plastics in non-primary 
forms' sub-sector does conform to the expectations of the varieties of cap¬ 
italism paradigm, it does raise an important issue within that approach 
that has tended to be overlooked within the literature, namely, how to 
identify those sectors that are characterized by incremental innovation. 
This subject will be discussed in greater detail below. 

Of the sub-sectors within the 'manufactured goods' sector (61-69), there 
are a handful that broadly conform to the expectations of the varieties 
of capitalism paradigm. For instance, the evidence from the 'rubber 
manufactures', 'paper and paper manufactures', 'iron and steel', 
'non-ferrous metals', and 'manufactures of metals' industries supports 
the view that there are patterns in trade specialization, which may be 
attributable to national economic infrastructures. In these sectors, 
Germany and other CMEs have a comparative advantage, and, with the 
exception of New Zealand, the LMEs do not. However, it may be conjec¬ 
tured that comparative advantage in some of these sectors has less to do 
with incremental innovation and more to do with natural endowments. 
For instance, the 'iron and steel', and 'non-ferrous metals' industries 
may rely less on national institutions for comparative advantage than 
they do on the geographical location of mineral deposits. 

The varieties of capitalism approach would appear to be supported by 
some of the evidence from the sub-sectors within the 'machinery and 
transport equipment' sector (71-79). For instance, the evidence from the 
'metal-working machinery', 'other industrial machinery and parts', and 
'road vehicles' sub-sectors (which form part of the broader 'machinery 
and transport equipment' sector) strongly suggests that there are patterns 
of trade specialization between LMEs and CMEs. In these sectors, 
Germany and other major CMEs, such as Sweden and Japan, are able to 
gain a comparative advantage, whereas all of the LMEs included in this 
analysis are not. Moreover, the major LMEs are able to gain a comparative 
advantage, whereas the CMEs are not (with the exceptions of the 
Netherlands and Japan) in the 'office machine and automatic data- 
processing machines' sub-sector. This, once again, lends support to the 
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varieties of capitalism paradigm, as there would appear to be a relatively 
clear pattern of trade specialization. However, the evidence from the 
'power-generating machinery and equipment', 'specialised machinery', 
telecommunication and sound-recording apparatus', and 'electrical 
machinery, apparatus and appliances' sub-sectors does not support the 
varieties of capitalism paradigm, as major LMEs and CMEs are able to 
gain comparative advantages in these sub-sectors. 

Within the sub-sectors within the broader 'manufactured articles' sector 
(81-89), there is some very strong evidence in favour of the varieties of 
capitalism approach. The data from the 'pre-fabricated buildings, sanitary, 
heating and lighting fixtures' sub-sector strongly support that paradigm: 
all of the LMEs have a comparative disadvantage and all of the CMEs 
(with the exception of Japan) have a comparative advantage. There are, 
however, a greater number of sub-sectors in which the picture is more 
mixed. In the 'furniture and parts thereof' sub-sector, most countries 
have a comparative disadvantage. Of the three countries with a compar¬ 
ative advantage, two (Austria and Sweden) are CMEs; this may, therefore, 
offer some evidence to suggest that CMEs are more likely to succeed in 
this area than LMEs are. In another sub-sector, the 'travel goods and 
handbags' sub-sector, all CMEs and LMEs have a comparative disadvan¬ 
tage. This suggests that, if national institutions are largely responsible 
for comparative advantages, neither the institutional framework in 
CMEs nor that in LMEs is suited to fostering success in this area. This, in 
turn, may signal that the classification within the varieties of capitalism 
paradigm of all product markets as being characterized by either radical 
innovation or incremental innovation may severely downplay other 
characteristics that contribute to success in some markets. 

In two of the sub-sectors ('professional and scientific instruments' 
and 'manufactured articles not elsewhere stated') within the 'manufac¬ 
tured articles' sector, both the United States and the United Kingdom 
have comparative advantages. To be sure, only a couple of CMEs share 
comparative advantages in these sub-sectors; these are often, however, 
very important CMEs, such as Germany, the Netherlands, and Japan. 
Therefore, the evidence from these two sub-sectors should not be con¬ 
strued as offering strong support to the varieties of capitalism para¬ 
digm. The data from these two sectors do, however, raise important 
conceptual issues for the varieties of capitalism paradigm. Once again, 
whilst firms in most CMEs are not able to succeed in these two sectors, 
firms in a couple of CMEs can. This suggests that firms in these latter 
countries are able either to use those institutions identified in the vari¬ 
eties of capitalism paradigm as facilitating production strategies based on 
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radical innovation (even though they are presumed to favour incremen¬ 
tal innovation) in ways not foreseen in that approach or firms are able 
to draw on other resources or institutions that are downplayed within 
that approach. These issues will be discussed in more detail below. 

Table 3.2 shows RSCAs for the selected OECD countries of 1994. These 
data have been provided in order to introduce a dynamic element into 
the analysis. Whilst for the majority of countries there is little or no 


Table 3.2 Revealed symmetric comparative advantages and disadvantages for 
selected OECD countries, 1994 


Sector 

us 

UK 

NZ 

D 

NL 

A 

S 

J 

I 

F 

Panel A: 1 digit level 

5 Chemicals and related 

-1- 

-1- 


-1- 

-1- 





-V 

products n.e.s 

6 Manufactured goods 




-1- 


+ 

+ 


-r 

-V 

7 Machinery and 

-1- 

- 

- 

-1- 

- 

- 

- 

-V 

- 

- 

transport equipment 

8 Miscellaneous 

-1- 

-1- 




+ 



-1- 


manufactured 

articles 

Panel B: 2 digit level 

51 Organic chemicals 

-1- 

-1- 


-1- 

-1- 





-V 

52 Inorganic chemicals 

-1- 

-1- 

- 

-1- 

-1- 

- 

- 

- 

- 

-V 

53 Dyeing, tanning 

- 

-1- 

- 

-1- 

-1- 

- 

- 

- 

- 

- 

and colouring mats 

54 Medicinal and 


-1- 


-1- 

-1- 

+ 




-V 

pharmaceutical 

products 

55 Essential oils for 


-1- 


-1- 

-1- 





-V 

perfume mats and 
cleaning preps 

56 Fertilizers other 

-1- 




-1- 






than group 272 

57 Plastics in primary form 

-1- 



-1- 

-1- 






58 Plastics in non¬ 

- 

- 

- 

-1- 

-1- 

+ 

- 

- 

-1- 

-V 

primary forms 

59 Chem mats and 

-1- 

-1- 

-1- 

-1- 

-1- 





-V 

products n.e.s. 

61 Leather, leather 



-1- 



+ 



-1- 


manufactures and 
dressed furskins 

62 Rubber 




-1- 


+ 


-1- 

-F 

-V 

manufactures n.e.s. 

63 Cork and wood 



-1- 



+ 





manufactures 
(exclusive furniture) 

64 Paper and paper 



-1- 

-1- 

-1- 

+ 

+ 




manufactures 

65 Textile yarn and 




-1- 


+ 



-i- 


related products 












Continued 
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Table 3.2 Continued 


Sector 


us 

UK 

NZ 

D 

NL 

A 

S 

/ 

I 

F 

66 

Non-metallic mineral 
manufactures, n.e.s. 

- 

+ 

- 

- 

- 

+ 

- 

- 

+ 

- 

67 

Iron and steel 

- 

- 

- 

+ 

- 

+ 

+ 

+ 


+ 

68 

Non-ferrous metals 

- 

- 

-1- 

-1- 

- 

+ 

- 

- 

- 

- 

69 

Manufactures of 
metals, n.e.s. 

— 

— 

— 

+ 

— 

+ 

No 

data 

— 


— 

71 

Power generating 
machinery and 
equipment 

-1- 

+ 


+ 


+ 

-1- 



+ 

72 

Specialised machinery 

-1- 

- 

- 

+ 

- 

+ 

- 

-F 


- 

73 

Metal-working 

machinery 




+ 


+ 

-1- 

-i- 



74 

Other industrial 
machinery and parts 




+ 


+ 

-1- 

+ 



7S 

Office machine 
and automatic data- 
processing machines 

+ 

+ 



+ 



+ 



76 

Telecommunication 
and sound-recording 
apparatus 







-1- 

+ 



77 

Electrical machinery, 
apparatus and 
appliances, n.e.s. 

-f- 







+ 



78 

Road vehicles 

- 

- 

- 

+ 

- 

- 

- 

+ 

- 

- 

79 

Other transport 
equipment 

-i- 

+ 




~ 



~ 

+ 

81 

Pre-fabricated buildings, 
sanitary, heating and 
lighting fixtures, n.e.s. 




-i- 

+ 

+ 

-1- 



+ 

82 

Furniture and parts 
thereof 






+ 

-1- 




83 

Travel goods, 
handbags, etc. 


~ 




~ 




+ 

84 

Articles of apparel and 
clothing accessories 






+ 




-1- 

8S 

Footwear 

- 

- 

- 

- 

- 

+ 

- 

- 


- 

87 

Professional and 
scientific 

instruments, n.e.s. 


+ 


-!- 



-1- 

+ 



88 

Photo apparatus, optical 
goods, watches and 
clocks 


+ 






+ 



89 

Miscellaneous 
manufactured articles, 
n.e.s. 

+ 

+ 




+ 






Notes 

1. US = United States, UK = United Kingdom, NZ = New Zealand, D = Germany, NL = the 
Netherlands, A = Austria, S = Sweden, J = Japan, I = Italy, and F = France. 

2. 'n.e.s.' means not elsewhere stated. 

3. Data for Sweden on the 'manufacture of metals not elsewhere stated' were missing. 

4. Data on sector '86' are not listed in any of the volumes from 2000. 

Source: OECD International Trade by Commodities Statistics, various issues, 2000; own calculations. 
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change in the sectors or suh-sectors in which they have a comparative 
advantage, Germany lost comparative advantage in three economic sub¬ 
sectors between 1994 and 1999. This raises a number of issues. First, 
the varieties of capitalism paradigm would appear to assume that, because 
institutional change may be a protracted process (for more on fhis, see 
Streeck and Thelen, 2005a; Yamamura and Streeck, 2003), comparafive 
advantages are likely to be relatively stable; the above data may, how¬ 
ever, suggest that this is not the case. Further empirical analysis would, 
of course, be needed to provide a definitive resolution of this issue. 
Second, because there can be (in a couple of cases) substantial variation 
in comparative advantage over time, the above data suggest that any 
assessments of fhe varieties of capitalism framework thaf rely on dafa 
from one year (such as, Soskice, 1999) may be biased by thaf facf. 

Finally, and most importantly, perhaps, if national economic institu¬ 
tions are largely responsible for countries' comparative advantage, what 
does the drop, between 1994 and 1999, in the number of sub-secfors in 
which Germany has a comparative advantage tell us about the suitability 
of Germany's economic infrastructure to today's business needs? (For 
more on this broad issue see, for example. Funk, 2000 and Sfreeck, 
2004a.) Between 1994 and 1999, the number of sectors in which 
Germany had a revealed symmetric comparative advantage dropped 
from 21 to 18. This is in line with arguments propounded by neo-liberal 
scholars about Germany's competitiveness (for example, Siebert, 2002a, 
2002b). To be sure, ofher countries - such as the United States and the 
United Kingdom - that started from a lower baseline have also seen fhe 
number of secfors in which fheir firms are competitive decrease; however, 
the absolute and percentage decreases have not been so great. In 1994, 
the United Kingdom had an RSCA greater than 0 in 13 sectors; in 1999, the 
figure had dropped to 12. In 1994, the United States had an RSCA 
greater than 0 in 12 sectors; in 1999, the number of sectors with an 
RSCA greater than 0 was 11. The data, therefore, raise the issue of 
whether or not the institutions of the German economy - if they are, as 
argued by some, responsible for German economic success - are appro¬ 
priate for today's economic needs if Germany is losing competitiveness 
at a faster rate than other developed countries. These sorts of issues 
have, however, been ignored in the varieties of capifalism liferafure that 
often adopts a static analytical approach. 

A further point to note in Tables 3.1 and 3.2 is that it is difficult to estab¬ 
lish which sectors are characterized by incremental innovation. For 
instance, within the varieties of capitalism literature, the importance has 
often been noted of the 'machinery and transport equipment' sector in 
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Germany. This sector is often seen in that literature as being characterized 
by incremental innovation. Germany does have an advantage in this 
area; however, it is interesting to note that little or, indeed, no attention 
has been given to the 'plastics in non-primary forms' and 'paper and 
paper manufacture' sub-sectors in which Germany and other major 
CMEs - unlike the United Kingdom and the United States - have a 
revealed symmetric comparative advantage. At present, the varieties of 
capitalism literature does not provide any systematic indication as to 
whether these two sectors should be seen as being characterized by 
incremental innovation. Indeed, the broader issue of how to systemati¬ 
cally classify economic sectors into either incremental or radical inno¬ 
vators has tended to be overlooked in much of the varieties of capitalism 
literature (cf. Fioretos, 2001). Therefore, one of the major shortcomings 
of the varieties of capitalism approach is that it largely fails to identify 
satisfactorily, ex ante of any analysis, not only the sectors in which work¬ 
ers with firm-specific skills are most common, but also the economic 
sectors that are characterized by incremental innovation. Once these sec¬ 
tors have been identified, analysis of the connection - if any - between 
institutions and comparative advantage should then be undertaken. 

So far, the analysis of the data in this chapter has relied on identifying 
whether or not there are clear patterns of trade specialization for the 
countries included in the analysis. A further and more rigorous way of 
assessing the data - and the one that is suggested by Ragin (2000) to 
examine arguments that are largely based on the concept of necessity - 
is to measure the strength of association between success in economic 
sub-sectors that might be described as being characterized by incremental 
innovation and a country's institutional framework. One way of doing 
this is to calculate a simple odds ratio. 

Odds Ratios 

An odds ratio can be used to compare the likelihood of 'success' for two 
different categories. Here, the categories are countries, and 'success' 
means the ability to be successful in markets characterized by incremen¬ 
tal innovation. An odds ratio, @, is calculated in the following manner, 
for 1999 data: 

0 _ Odds for German sectors 
Odds for UK sectors 

Probability of being an incremental innovator 

Where odds for German sectors = - 

Probability of not being an incremental innovator 
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In this chapter, the suh-sectors in which Germany has a comparative 
advantage are assumed to be characterized by incremental innovation. 
There are 35 sub-sectors in total. In 1999, Germany had a comparative 
advantage in 18 of these. The assumption that these 18 sub-sectors 
are characterized by incremental innovation is far from ideal; the 
same assumption is, however, made by Hall and Soskice (2001b) and 
Soskice (1999). Germany is used in all of the odds ratio calculations as 
the baseline against which other countries are compared. Therefore, to 
continue the above calculation, 

the odds for German sectors = = 1.06 

Similarly, the odds for UK sectors = = 0.21 

Therefore, the odds ratio for the United Kingdom, 0 = 1.06/0.21 = 5.12 

This odds ratio indicates that Germany is approximately five times more 
likely than the United Kingdom to be successful in sub-sectors character¬ 
ized by incremental innovation. This might appear to provide evidence 
for the varieties of capitalism approach. However, in order to assess the 
relative strength of these arguments, a comparison of the odds ratios for 
other countries is necessary as the varieties of capitalism approach 
would expect this pattern to be repeated for a wide range of countries 
with Germany used as the baseline. 

The OECD countries selected for analysis offer, perhaps, the best range 
of countries classified as LMEs, CMEs, or 'neither' in the varieties of 
capitalism approach. The approach does not classify transition economies 
in Central and Eastern Europe, nor does it assign countries in Asia 
(except Japan) to one of these three groups. The LMEs included here are 
the United States, the United Kingdom, and New Zealand. The CMEs 
included are Germany, the Netherlands, Austria, Sweden, and Japan. 
Italy and France, though not classified by the varieties of capitalism 
framework, are also included for analytical purposes. 

Table 3.3 shows the odds ratios - as well as the information needed to 
make the calculation - for these selected OECD countries for 1999. 
Table 3.3 strongly suggests that there is no evidence of a clear pattern 
between putative EMEs and CMEs, as is contended by Hall and Soskice 
(2001b: 38). In short, CMEs (with the exception, perhaps, of Austria) are 
not that much more likely to have revealed symmetric comparative 
advantages in sectors that might be described as being characterized by 
incremental innovation (that is, in which Germany also has a positive 
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Table 3.3 Odds ratios for selected OECD countries, 1999 



Co-ordinated 

market 

economies 


Liberal market 

economies 


Unclassified 


us 

UK 

NZ 

D 

NL 

A 

S 

/ 

I 

F 

Number of 

6 

6 

3 

18 

7 

11 

7 

8 

9 

9 

incremental 

sub-sectors 
Probability of 
success 

0.17 

0.17 

0.09 

0.51 

0.20 

0.31 

0.20 

0.23 

0.26 

0.26 

Probability of 
failure 

0.83 

0.83 

0.91 

0.49 

0.80 

0.69 

0.80 

0.77 

0.74 

0.74 

Odds of being an 
incremental 

innovator 

0.21 

0.21 

0.09 

1.06 

0.25 

0.46 

0.25 

0.30 

0.35 

0.35 

Odds ratio 

5.12 

5.12 

11.29 

1.00 

4.24 

2.31 

4.24 

3.57 

3.06 

3.06 


Notes 

1. An 'incremental innovation sub-sector' has been assumed to be one in which Germany 
has a comparative advantage. 

2. US = United States, UK = United Kingdom, NZ = New Zealand, D = Germany, NL = the 
Netherlands, A = Austria, S = Sweden, J = Japan, 1 = Italy, and F = France. 

3. Data for Sweden on the 'manufacture of metals not elsewhere stated' were missing. 

4. Because Germany is used as the country against which all others are compared, the odds 
ratio for Germany in the table is one, as Germany is compared to itself. 

Source: OECD International Trade by Commodities Statistics, various issues, 2000; own calculations. 


RSCA) than are countries labelled LMEs in the varieties of capitalism 
approach. For instance, in 1999, though Germany is approximately four 
times more likely than Sweden to be an incremental innovator, it is only 
five times more likely than the United States and the United Kingdom 
to be an incremental innovator. Given the similarities in the odds ratios 
(5.12 for the United States and the United Kingdom and 4.24 for 
Sweden) for these two LMEs and one CME, it would be hard to make the 
case for 'cross-national patterns of specialization' expected by the vari¬ 
eties of capitalism approach. The main contention of the varieties of 
capitalism framework is that the two key varieties of capitalism lead to 
success in different products and that these two varieties of capitalism will 
create the conditions for firms to be successful in different and distinct 
product markets. Yet the evidence does not suggest that this success is as 
dichotomous as the varieties of capitalism approach would expect. 

Moreover, countries, such as France and Italy, which Hall and Soskice 
deemed difficult to categorize as either LMEs or CMEs, often have more 
sectors in which they share a comparative advantage with Germany 
than many supposed CMEs do. This is reflected in the fact that these two 
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countries, apart from Austria, have the lowest odds ratios. For instance, 
in 1999, Germany was only three times more likely (odds ratio of 3.06 
for Italy and France) to be an incremental innovator than both Italy and 
France. If the analysis is broadened out to examine the similarities 
between the two most important LMEs (the United States and the 
United Kingdom), it can be seen that there are only six sub-sectors in 
which both the United States and the United Kingdom had a comparative 
advantage in 1999 (see Table 3.1). In four of these, Germany, too, has a 
positive RSCA value. This finding does not support the main con¬ 
tentions of the varieties of capitalism approach. Such evidence, perhaps, 
explains the curious lack of comparative advantage data in the Varieties 
of Capitalism book, a book, that is, on the institutional foundations of 
comparative advantage. 

Table 3.4 shows the odds ratios for the selected OECD countries for 
1994. Once again, there would appear to be no clear patterns in the odds 
ratios between LMEs and CMEs. Indeed, the results from the 1994 odds 
ratios are, from the varieties of capitalism perspective, worse than those 
from 1999, as, in this year, the United Kingdom was able to achieve the 
same degree of success in sub-sectors characterized by incremental inno¬ 
vation as Sweden and Japan were. The odds ratios mean that Germany 


Table 3.4 Odds ratios for selected OECD countries, 1994 



Co-ordinated 

market 

economies 


Liberal market 

economies 


Unclassified 


us 

UK 

NZ 

D 

NL 

A 

S 

/ 

I 

F 

Number of incremental 

7 

8 

3 

21 

10 

13 

8 

8 

9 

9 

sub-sectors 

Probability of success 

0.20 

0.23 

0.09 

0.60 

0.29 

0.37 

0.23 

0.23 

0.26 

0.26 

Probability of failure 

0.80 

0.77 

0.91 

0.40 

0.71 

0.63 

0.77 

0.77 

0.74 

0.74 

Odds of being an 

incremental innovator 

0.25 

0.30 

0.09 

1.50 

0.40 

0.59 

0.30 

0.30 

0.35 

0.35 

Odds ratio 

6.00 

5.06 

16.00 

1.00 

3.75 

2.54 

5.06 

5.06 

4.33 

4.33 


Notes 

1. An 'incremental innovation sub-sector' has been assumed to be one in which Germany 
has a comparative advantage. 

2. US = United States, UK = United Kingdom, NZ = New Zealand, D = Germany, NL = the 
Netherlands, A = Austria, S = Sweden, J = Japan, I = Italy, and F = France. 

3. Data for Sweden on the 'manufacture of metals not elsewhere stated' were missing. 

4. Because Germany is used as the country against which all others are compared, the odds 
ratio for Germany in the table is one, as Germany is compared to itself. 

Source: OECD International Trade by Commodities Statistics, various issues, 2000; own calculations. 
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is five times more likely to succeed in sub-sectors characterized by 
incremental innovation than the United Kingdom, Sweden, and Japan. 

Discussion 

This chapter has examined one of the fundamental expectations about 
trade patterns of the varieties of capitalism framework. Paying close 
attention to the nature of the arguments advanced within that frame¬ 
work, it has sought to undertake a fair examination of the RSCA values 
calculated from OECD data at the one and two digit levels of the SITC 
system for a clutch of - from the view of the varieties of capitalism 
approach - important OECD countries. The varieties of capitalism 
approach would predict a relatively clear pattern of specialization 
between two distinct groups of countries. An examination of the evi¬ 
dence at the two digit level revealed that, whilst evidence from some of 
the sectors, such as the 'manufactured goods' and 'machinery and trans¬ 
port equipment' industries, supported this view, other evidence did not. 
Although this examination of the evidence did find some data to 
support the varieties of capitalism approach, the odds ratios suggested 
that there are no clear patterns of success in different export markets 
between CMEs and LMEs. This latter data strongly suggests that there is 
more than one way to be successful in those product markets. 

This raises several possibilities. One such possibility is that companies in 
LMEs are currently able to be incremental innovators despite their - what 
Wolfgang Streeck (1992: 7) called more than a decade ago - 'institutionally 
impoverished setting' (and vice versa). In other words, despite an institu¬ 
tional setting that theoretically hinders investments by workers in 
firm-specific skills, UK and US firms may be able to implement production 
strategies that rely on incremental innovation successfully. This suggests 
either that firms in LMEs are able to draw on other resources that do not 
play a prominent role in the varieties of capitalism framework or that 
they are able to develop what Crouch and Farrell (2002: 7) have termed 
'previously unknown capacities' (see also Streeck, 1992). Similarly, 
Casper and Whitley (2004) have suggested that firms in Sweden have 
been able to draw on resources beyond those identified by the varieties 
of capitalism approach (the importance to the economy of several large 
firms) to succeed in an area (middleware software) that is not promoted 
by national economic infrastructures. 

This potential ability of firms in LMEs to become incremental innova¬ 
tors may be fostered by technological advances. For instance, due to 
recent changes in the economic environment - shifts in technology and 
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the structure of the global economy which have produced a shift in the 
balance of advantage between different regulatory environments - less 
regulated economies may have developed competitive advantages with 
regards to incremental innovation that, probably, did not exist in the 
1970s and 1980s. These advantages can, possibly, compensate for other 
deficiencies of a low-regulation environment. Today, companies are 
especially likely to realize substantial productivity gains from adopting 
new technologies (ICT) if they undertake complementary innovations 
either in work organization or in production processes. Hence, policies 
that hamper the re-organization of production processes and work prac¬ 
tices as well as policies that discourage entry or growth of new firms are 
likely not only to reduce the realized productivity gains associated with 
the adoption of new technologies, but also to slow their diffusion 
(OECD, 2004: 89). 

An alternative possibility that explains the lack of patterns of trade 
specialization in the odds ratios is that success in many product markets 
can be achieved by both radical and incremental innovators. For 
instance, some markets may be characterized by cheap goods that rely 
on old technology, whilst expensive goods within the same market may 
rely on incremental innovations to justify their cost. That is to say, there 
may be 'vertical intra-industry trade' in many of these sectors. On the 
broader issue of intra-industry trade, the OECD (2002) has noted that 
'Germany ... experienced a relatively rapid increase in intra-industry 
trade over the 1990s.' Indeed, the OECD placed Germany in a group of 
countries that exhibited 'high and increasing intra-industry trade' 
and calculated that German manufacturing intra-industry trade as a 
percentage of its total manufacturing trade was 77.4 per cent for the 
period 1996-2000. Such figures suggest that the importance of intra-industry 
trade has been seriously downplayed in the varieties of capitalism 
approach. They also imply that the basic dichotomy between radical 
and incremental innovators that lies at its heart could be a false one. 

A third possibility combines the two previous explanations. Success in 
certain markets does not depend on being a radical or an incremental 
innovator, but both, and the type of innovation carried out does not 
depend on the institutional framework in which firms operate. This may 
mean that radical and incremental innovators are able to operate within 
the same country in a complementary way. Indeed, just such a mutually 
supportive mixture of radical and incremental innovators has been 
suggested for the United States by Baumol (2004). He has argued that 
the US economy derives its innovations from two sources that are not 
substitutes: first, from the routine activities of large firms and, second. 
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from independent inventors and their entrepreneurial partners. 
Entrepreneurs specialize in radical breakthrough innovations, and the 
research and development departments of the larger firms create the 
cumulative (incremental) enhancements to these radical innovations. 
'Thus, there is a critical complementarity between the roles of the two 
types of innovating enterprises, and growth is arguably enhanced by 
this division of labour' (Baumol, 2004). Such a theoretical approach can 
be an important stepping stone in explaining why it is potentially the 
case that companies in LMEs can adopt strategies that are designed to 
rely on incremental innovation. 

This chapter will not speculate on which of these three scenarios is 
likely to be the most accurate. However, these alternative explanations 
together with the data presented above strongly suggest that the vari¬ 
eties of firms within national economies might be greater than that 
expected by the varieties of capitalism approach. To be sure, this chapter 
was unable to shed light on these varieties of firms as there is a paucity 
of data covering the different innovation strategies of firms both within 
various economic sectors and across countries. This has meant that this 
chapter had to assume - as Soskice (1999) did - that those German sectors 
with a comparative advantage were characterized by incremental inno¬ 
vation, whereas those in which Germany did not have a comparative 
advantage were, by implication, deemed to be radical innovators. Any 
future research in this area should, therefore, attempt to overcome this 
significant shortfall. This chapter has also assumed that firms in, for 
instance, Germany and other CMEs conform to the type of firm that, 
within the varieties of capitalism paradigm, is presumed to be the most 
common in CMEs. This assumption may, however, be unwarranted. The 
next chapter will examine this issue. 



4 

Descriptive Evidence from 
Workplaces in Germany 


As noted in detail in Chapter 2, in the varieties of capitalism approach, 
national institutions (industrial relations, corporate governance, voca¬ 
tional training) and the differences in these institutions between nations 
(or groups of them) are the most important factors in explaining firms' 
strategies. As also noted in the Chapter 2, this attention to differences 
between nations should be supplemented by a consideration of the insti¬ 
tutional differences within national economies. In short, greater consid¬ 
eration should be given to the 'varieties of firms' (Allen, 2004), to put it 
one way, and to 'institutional variability' (Morgan, 2005), to put it 
another way. Similarly, Crouch and Farrell (2004: 5, 8) have appealed for 
those aspects of firms, sectors, or countries that do not fit a 'preconceived 
framework' not to be dismissed as irrelevant or, to use their term, 'noise'. 
(See also many of the contributions in Yamamura and Streeck, 2003, 
which deal with changes in institutions over time.) 

This book responds to those calls by examining the extent to which 
real-world Germany conforms to the Germany that is portrayed in the 
varieties of capitalism approach. As already noted in Chapter 2, labour- 
market institutions are said to play a key role within the varieties of 
capitalism approach in creating strategic opportunities for companies. 
Yet, despite the importance of these institutions in the varieties of capi¬ 
talism framework, the spread of both sectoral collective agreements and 
works councils, and the effects of the former on employee wage rates 
have been overlooked. Moreover, as noted in Chapter 2, the ability of 
actors to mould their institutional surroundings has also been overlooked. 
This chapter examines some of the data on these issues. 

This chapter aims to overcome these deficits by examining data, first, 
on the spread of collective agreements and works councils in German 
manufacturing sectors and, second, on the effects of sectoral collective 
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agreements on wage rates. It also examines the prima facie link between 
pay rates and exports. It is certainly well known that large German firms 
that have good export ratios often pay their workers at rates above those 
set out in the relevant sectoral collective agreement. Volkswagen (with 
the exception of those workers on the '5000 X 5000' programme) is one 
such prominent example. However, what is not known is the extent of 
this practice in different sectors. Although one of the main contentions 
within the varieties of capitalism paradigm is that sectoral collective 
agreements reduce poaching, it should be noted at the outset that the 
purpose of this chapter is not to ask 'do sectoral collective agreements 
lessen poaching?' (as direct evidence on this practice does not exist for 
Germany at the sectoral level) but, first, to highlight the ways in which 
firms may differ from the type of company that is assumed, in the vari¬ 
eties of capitalism approach, to be the most common in co-ordinated 
market economies (CMEs) and, second, to discuss what this information 
can tell us about German firms' possible strategies. Therefore, this chapter 
will seek to assess three important assumptions within the varieties of 
capitalism literature on the spread and effects of labour-market institu¬ 
tions by examining: 

1. whether most German employees in manufacturing sectors work in 
establishments with a works council; 

2. whether most German employees in manufacturing sectors work in 
establishments that sign up to sectoral collective agreements and are 
paid at rates that do not exceed those in such agreements; 

3. whether, in situations where workers are paid at rates above those in 
the sectoral collective agreement, the differential between the actual 
wage rate and the wage rate in the sectoral agreements is lower for 
workers in establishments with such an agreement than it is for those 
in establishments without such an agreement; 

4. whether profit-sharing schemes are more likely to be introduced in 
establishments that conform closely to the type of firm that is 
assumed to be the most common in CMEs. 

It will also seek to evaluate whether those establishments that do not 
'overpay' their workers and, therefore, conform more closely to the type 
of firm that is assumed to be the most common in a CME, such as 
Germany, are: 

5. likely to export more, on average, than those firms that pay their 
workers at rates higher than those in the collective agreement. 
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The lack of any detailed assessment of the evidence on the effects of 
collective agreements on wages within the varieties of capitalism litera¬ 
ture is surprising not only because such data exist, hut also because the, 
perhaps, best data in this area are readily available for Germany. As 
already seen, Germany is the paragon of a CME in the varieties of capi¬ 
talism literature (Casper and Whitley, 2004; Hall and Soskice, 2001b; 
Soskice, 1999). In short, if arguments about the importance of certain 
institutions do not hold for Germany, they are unlikely to hold for 
other, similar economies. 

Paying closer attention to firms' structures is important, as the vari¬ 
eties of capitalism paradigm, as shown in detail above, adopts a broadly 
structuralist approach. In other words, structures - in this instance 
national institutions - are said to play a very important role in shaping 
firms' strategies. In this, industry-wide collective agreements and works 
councils play a prominent role. The former are assumed to limit pay¬ 
ments to workers; this, in turn, is said to reduce poaching (see below). 
Yet, evidence presented in this chapter on such agreements in Germany 
suggests that sectoral collective agreements do not have the effect on 
wages that such models predict. The institutional and 'outcome' vari¬ 
ability apparent in Germany opens up the possibility that firms' strate¬ 
gic options are greater than they are assumed to be within the varieties 
of capitalism paradigm and other national business models (Crouch and 
Farrell, 2004). (See below for a discussion of this issue.) Moreover, works 
councils are not as widespread as the varieties of capitalism paradigm 
assumes. On the other hand, management-led innovations, such as 
profit-sharing schemes, may be more widespread than is anticipated in 
the varieties of capitalism paradigm. 

This chapter is structured as follows. It will begin by briefly outlining 
the structuralist assumptions that underpin much of the comparative 
capitalisms literature. In other words, structures - more than actors - 
shape outcomes, such as firms' strategies. This chapter will then outline 
how industry-wide collective agreements in a country such as Germany 
are said to help shape firms' strategies. In order to shed light on the 
validity of the structuralist assumptions in the varieties of capitalism 
paradigm for German manufacturing firms, it will then examine data, at 
the sectoral level, from the German Institute for Employment Research 
or Imtitut fur Arbeitsmarkt- und Berufsforschung (lAB), first, on the spread 
of works councils and sectoral collective agreements, second, on the 
extent to which employees are paid at rates above those in the sectoral 
agreements, third, on the overpayment differentials, fourth, on the link 
between 'overpayments' and exports, and, finally, on the extent to 
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which profit-sharing schemes have been introduced in different types of 
establishments. The findings will then be summarized and the implica¬ 
tions for research outlined. 

The structuralist foundations of national 
business models 

As shown in Chapter 2, by comparing the varieties of capitalism para¬ 
digm to transaction cost economics, it has been possible to highlight 
a couple of highly important assumptions made in the varieties of capi¬ 
talism framework. First, the latter approach assumes that the strategic 
preferences of firms are strongly influenced by their institutional envi¬ 
ronment. Second, it also presupposes that institutions are spread, more 
or less, uniformly across firms within a national political economy. Yet, 
by making this latter assumption. Hall and Soskice ultimately run the 
risk of obviating one of their main aims; that is, to put the firm at the 
centre of their analyses. As already noted, differences between firms 
within the varieties of capitalism approach are largely irrelevant: all firms 
are presumed to adhere to the type of firm that is assumed to be the most 
common either in a CME or a liberal market economy (LME). Moreover, 
the majority of firms within a national political economy are also 
assumed to be able to adapt to their institutional setting to become incre¬ 
mental innovators (in the case of firms in CMEs) or radical innovators 
(for establishments in LMEs). It is the structure of the national economy 
that largely determines the actions of firms. Moreover, it is the differ¬ 
ences between the structures of national political economies that are said 
to account for variation in innovation strategies between countries. 

This focus on variation between national economies necessarily means 
that differences within national economies are downplayed. To put it 
another way, the varieties of firms within a national economy are not 
given prominence. Such thoughts on intra-national differences lie 
behind recent appeals to complement the focus on national structures 
with assessments of firm-level ones. For instance, Morgan (2005: 415) 
has recently called for frameworks that are based on national models to 
be complemented by a 'stronger "theory of the firm" that pays greater 
attention to firm-level dynamics and, in particular, the power of firms to 
innovate in new and unexpected ways'. Similarly, Allen (2004: 105) has 
noted that the 'varieties of firms - in terms of their structures and goals - 
might be of greater importance [than the varieties of capitalism] in 
explaining the actions of companies'. (See also Streeck, 2004a, for a 
more actor-centred analysis of firms.) 



76 The Varieties of Capitalism Paradigm 


Re-focusing attention on the firm highlights the possibilities that firms 
may have, inter alia, to 'avoid' institutions. Within the varieties of capi¬ 
talism literature, it is assumed that works councils are present in most 
companies in Germany. However, even though the right to form a works 
council is a statutory one for most workers in Germany (depending on 
the size and type of company in which they are employed), it may be 
possible for companies to prevent or delay the establishment of works 
councils in their establishments. For instance, Royle (1999, 2002) has 
documented the efforts undertaken by multinationals in Germany to 
avoid having works councils in many of their workplaces. Thus, even 
before assessing the effects of institutions on firms' behaviour, the extent 
to which firms conform to the type of firm that is assumed to be the most 
common within Germany, the key CME, should be examined. This chap¬ 
ter will do that. Before looking in more detail at establishment-level data 
for Germany, it will first be necessary to review in greater detail the 
assumptions underpinning the theory that links institutions, such as 
works councils and sectoral collective agreements, to firms' strategies. 

The link between national economic 
structures and firms' strategies 

The varieties of capitalism framework expects national political-economic 
institutions to 'offer firms a particular set of opportunities' (Hall and 
Soskice, 2001b: 15). In the case of CMEs, such as Germany, these institu¬ 
tions are said to favour production strategies that rely on a highly skilled 
workforce that is relatively autonomous. As noted above, however, firms 
pursuing such strategies run the risk, first, of being 'held up' by their 
employees and, second and most importantly, having their skilled workers 
poached by rival firms. In a similar fashion, workers who share productiv¬ 
ity-enhancing information with managers are vulnerable to exploitation 
by them. Hall and Soskice (2001b: 24-5; see also Soskice, 1999) argue that 
these problems are overcome by an industrial-relations system in Germany 
that sets wages through industry-level agreements that usually follow the 
wage agreement negotiated in the metal and electrical industries in which 
unions are strong; the use of union strength in the pilot agreement helps 
to assure workers that they have achieved a good deal. 

Moreover, as Hall and Soskice (2001b: 25 emphasis added; see also 
Soskice, 1999: 116) have argued in a section on the German political 
economy: 

By equalizing wages at equivalent skill levels across an industry, this 

system [of industry-level wage bargaining] makes it difficult for firms 
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to poach workers and assures the latter that they are receiving the 
highest feasible rates of pay in return for the deep commitments they 
are making to firms. 

Similar arguments can also he found in Streeck (1992: 32-4). Thus, 
industry-wide collective agreements, hy 'equalizing wages' for workers 
with similar skills in an industry, lessen the ability of firms to poach 
workers from rivals. This, so it is argued, encourages firms to invest in 
training that provides their workers with firm- and industry-specific skills, 
as they know that rival firms are less likely to poach their workers than 
they would be if there were no sectoral collective agreements. As noted 
above, sectoral collective agreements are said to be complemented by works 
councils. These firm- and industry-specific skills then promote firm 
strategies that rely on incremental rather than radical innovation (Hall 
and Soskice, 2001b: 16). (See Whitley, 1999: 92, for related arguments.) 

To be sure, industry-wide collective agreements are not the only 
means in the varieties of capitalism framework by which firms can 
lessen the problem of poaching: German firms in one industry are 
jointly responsible for industrial training and apprenticeships systems. 
These, too, so it is argued, help to lessen the problem of poaching as 
many firms share the cost of training workers. Pay rates are, however, 
likely to have a greater impact in this area than training systems. As 
already stated, the purpose of this chapter is not to ask 'do sectoral col¬ 
lective agreements lessen poaching?' but, first, to highlight the ways in 
which firms may differ from the type of company that is assumed to be 
the most common in Germany in the varieties of capitalism framework 
and, second, to shed light on what this information can tell us about 
German firms' possible strategies. 

For the arguments in that framework to have any real validity, the vast 
majority of workers within an industry must, at the very least, be cov¬ 
ered by the relevant sectoral collective agreement and establishments 
should have works councils. Yet, firms are not required by law to sign up 
to industry-wide collective agreements. The one and only factual excep¬ 
tion is if a sectoral collective agreement is declared legally binding by 
the Federal Minister of Economics and Labour, as provided for in the 
German law on collective wage agreements (Section 5, paragraph 1). 
Normally, firms are only required to sign up to the sectoral collective 
agreement if the company is a member of an employers' association 
(Schnabel, 2000: 124). 

More importantly, if collective agreements do equalize wages at the 
same skills levels, the majority of workers that are covered by sectoral 
collective agreements should be paid at levels that do not exceed those 
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set out in such agreements; this should then help to minimize poaching 
(Hall and Soskice, 2001b: 25). Yet, sectoral collective agreements only set 
the minimum wages for groups of workers; these minimum wages are 
based on workers' skills levels. Therefore, it may well be possible for 
firms to pay their workers at rates higher than those in the sectoral col¬ 
lective agreement. Those workers who are paid at rates above those in 
sectoral collective agreements should not be dismissed as irrelevant or 
'noise' (Crouch and Farrell, 2004), because, if a substantial percentage of 
workers are paid at rates above those in the sectoral collective agree¬ 
ment, poaching cannot be ruled out. Such a practice may, therefore, 
highlight one of two things. First, it could signify that firms' room for 
manoeuvre in terms of strategy may be greater than is assumed to be the 
case in the varieties of capitalism paradigm. Alternatively, it could indicate 
that the pressures that influence firms' behaviour are under-theorized 
within that literature. 

As noted above, within the varieties of capitalism paradigm, the effects 
of sectoral collective agreements on firms' strategies are said to be com¬ 
plemented by works councils. The latter are seen as providing a protec¬ 
tive governance structure for firm-specific skills that are, by their very 
nature, imperfectly transferable across employers. Within the varieties of 
capitalism paradigm, it is argued that works councils provide 'employees 
with security against arbitrary layoffs or changes to their working condi¬ 
tions', and they, thereby, 'encourage employees to invest in company- 
specific skills and extra effort' (Hall and Soskice, 2001b: 25, see also 24). 
Again, however, works councils do not have to be established in every 
workplace in Germany: workers must vote to establish one. 

Data 

As the German national business model is generally deemed to be most 
beneficial for manufacturing industries (Hall and Soskice, 2001a; 
Soskice, 1999), it is these that will be examined in what follows. The data 
are drawn from a stratified survey of companies conducted by the lAB, or 
the Institute for Labour Market and Employment Research, on an 
annual basis. The lAB is the research arm of the Bundesanstalt fur Arbeit 
or Federal Labour Office. It is the only comprehensive survey of compa¬ 
nies in Germany. A similar survey is conducted in Lower Saxony but is 
limited to companies in that state. So that questions and answers can be 
clarified, the survey is completed by companies in the presence of a 
researcher either from TNS Infratest (Taylor Nelson Sofres Polling) or 
from the Institute for Socio-Economic Structural Analysis (Sostra). The 
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researchers are commissioned to do the work by the lAB. The survey is 
conducted on a yearly basis, and 16,000 establishments are questioned 
as part of the survey, and it is designed to lead to a representative sam¬ 
ple. All companies with at least one employee who has to pay social 
insurance (sozialversicherungspflichtiger Beschdftigter) could, potentially, 
be included in the sample. Some of fhe companies are asked over a num¬ 
ber of years, whilst others might only be asked once. For more informa¬ 
tion on this dataset, see Kolling (2000). Although more recent data on 
the coverage rates of collective agreemenfs and works councils are avail¬ 
able, the latest data on some of fhe issues covered in Chapfer 5 come 
from 2000. Therefore, if was decided fhat using data from 2000 for all of 
fhe relevanf fables in this chapter was the most appropriate approach to 
adopt. 

Is Germany anything like the Germany in the 
varieties of capitalism paradigm? 

Table 4.1 shows the extent to which establishments sign up to the 
relevant sectoral collective agreement in different manufacturing sectors 
in Germany in 2000. The table also shows the percentage of employees 
fhat are covered by the relevant sectoral collective agreement. Moreover, 
the table also presents evidence on the spread - both by employees and 
establishments - of works councils in manufacturing sectors in Germany. 

As can be seen from Table 4.1, fhere is considerable variation in the 
spread of secforal collective agreements between manufacturing sectors 
in Germany. In terms of employees covered by secforal collective agree¬ 
ments, the figures range from a low of approximately 36 per cent in the 
'precision instruments and optical goods' sector to over 88 per cent in 
the 'motor vehicle production' industry. Similarly, in terms of esfablish- 
ments covered by secforal collective agreemenfs - which arguably is fhe 
more imporfant unit of analysis for the varieties of capitalism frame¬ 
work as if aims to put the firm at the centre of the analysis - the rates 
vary from a low of nearly 18 per cenf in the 'precision instruments and 
optical goods' sector to just under 70 per cent of establishmenfs 
involved in 'motor vehicle production'. On the one hand, the evidence 
can be viewed as bolstering the varieties of capifalism paradigm as some 
of fhe secfors thaf have good exporf records - see below - are also fhose 
fhat have some of fhe highest coverage rates of works councils and sec¬ 
foral collective agreements. This, for insfance, applies to the chemical 
and motor vehicle sectors. On the other hand, however, the variation in 
the coverage rates suggests that firms are freer to choose their institutional 
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Table 4.1 Coverage rates of works councils and sectoral collective agreements In 
manufacturing sectors, 2000 



Sectoral collective 
agreement coverage 

Works council 
coverage 


Share of 
employees 

Share of 
establishments 

Share of 
employees 

Share of 
establishments 

Basic manufacturing 

60.9 

45.7 

40.8 

8.2 

and recycling 

Chemical industry 

86.6 

51.3 

93.9 

43.3 

Rubber and synthetics 

55.3 

23.7 

65.8 

21.3 

Glass, stone, and 

72.3 

50.2 

64.9 

8.8 

earthenware 

Metal production and 

69.1 

57.8 

72.4 

32.7 

working 

Metal products and 

54.4 

51.2 

57.8 

11.7 

steel manufacture 

Machinery 

60.8 

31.9 

73.2 

22.5 

Motor vehicle 

88.5 

68.2 

96.1 

54.6 

production 

Other vehicle 

78.6 

19.6 

93.2 

15.3 

production 

Electrical equipment 

59.0 

31.6 

75.8 

17.1 

Precision instruments 

35.7 

17.6 

43.3 

6.5 

and optical goods 

Furniture, jewellery. 

51.5 

58.2 

45.1 

7.6 

and toys 

Total 

63.5 

43.0 

63.2 

12.2 


Source: lAB Establishment Panel, 2000; based on weighted data. 


settings than some of the proponents of the varieties of capitalism 
assume. 

For works councils, the coverage rates for both employees and estab¬ 
lishments again vary considerably from sector to sector. In terms of the 
percentage of employees who are covered by a works council, the 'motor 
vehicle production' industry has the highest rate (96.1 per cent). Other 
sectors come close to this figure. For instance, the 'chemical industry' 
has a coverage rate of 93.9 per cent, and 93.2 per cent of workers 
involved in the production of vehicles other than motorized ones are 
covered by a works council. However, only 40.8 per cent of employees 
who work in 'basic manufacturing and recycling' are covered by a works 
council. Similarly, just 43.3 per cent of employees in the 'precision 
instruments and optical goods' sector are covered by a works council. 
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In terms of the percentage of establishments with a works council, the 
figures are, once again, very varied. Compared to the coverage rates for 
employees, those for establishments are considerably lower. For instance, 
it is only in the 'motor vehicle production' industry that more than 
50 per cent of establishments have a works council (54.6 per cent). The 
lowest coverage rate, in terms of establishments, is in the 'precision 
instruments and optical goods' sector. Only 6.5 per cent of establish¬ 
ments have a works council in this sector. 

The difference in coverage rates between employees and establish¬ 
ments for both collective agreements and works councils suggests that 
the larger the establishment, the more likely it is that it will have a works 
council and be covered by an industry-wide collective agreement. 
Table 4.2 shows these coverage rates for seven different workplace sizes. 
The coverage rates for both employees and establishments are based on 
the total number of employees and establishments within that size 
category. For instance, of those establishments with between 21 and 
100 employees, 45.6 per cent are covered by a sectoral collective agree¬ 
ment and 32.9 have a works council. Of all those employees who work 
in establishments with between 21 and 100 employees, 47.1 per cent are 
covered by an industry-wide collective agreement and 42.0 per cent are 
covered by a works council. 


Table 4.2 Coverage rates of works councils and sectoral collective agreements by 
establishment size, 2000 


Establishment 
size - number 
of employees 

Sectoral collective 
agreement coverage 

Works council 
coverage 

Share of 
employees 

Share of 
establishments 

Share of 
employees 

Share of 
establishments 

1-4 

36.9 

34.9 

(2.1) 

(2.1) 

5-20 

45.1 

45.2 

4.6 

3.9 

21-100 

47.1 

45.6 

42.0 

32.9 

101-299 

58.7 

57.6 

73.5 

71.3 

300-1000 

78.9 

77.0 

96.3 

95.4 

1001-2000 

86.2 

84.7 

98.6 

98.3 

2001-1- 

94.4 

95.9 

100.0 

100.0 

Total 

63.5 

43.0 

63.2 

12.2 


Note: Figures in parentheses should be treated with caution as they are based, ultimately, on 
fewer than 20 cases. 


Source: lAB Establishment Panel, 2000; based on weighted data. 
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Not surprisingly, the coverage rates of both works councils and collec¬ 
tive agreements increase as firm size increases. This suggests that the 
varieties of firms in Germany are greater than they are assumed to be in 
the varieties of capitalism paradigm. Within that framework such rudi¬ 
mentary differences between companies are not given prominence. 
However, establishment size is likely to have an influence on the type of 
activities that companies seek to carry out. This may then, in turn, influ¬ 
ence the type of institutions that employees wish to see established. For 
instance, even though a works council can, in general, be established in 
any workplace with more than five employees, employees (who must 
vote to set one up) have not done so in 96.1 per cent of establishments 
with between five and 20 employees and in 67.1 per cent of workplaces 
with between 21 and 100 employees. This may suggest that in small and 
medium-sized enterprises, workers do not see a great need for an insti¬ 
tution that can, arguably, protect investments in firm-specific skills. 
On the other hand, it could be the case that firms (as transaction cost 
economists might argue) are able to set up alternative institutions that 
are equally capable of establishing mechanisms that act as credible com¬ 
mitments to employees that their - because of their firm-specific skills - 
vulnerable position will not be exploited by opportunistic employers. 

It could, of course, be argued that what is really important for the 
varieties of capitalism paradigm is that establishments have a works 
council and sign up to the relevant sectoral collective agreement. 
Table 4.3 shows the percentage of such establishments as well as the per¬ 
centage of employees who work in them. Once again, the figures reveal 
that there is considerable variation in the coverage rates for both 
employees and establishments across different manufacturing sectors. 
Although for some sectors, such as the 'chemical industry' and 'motor 
vehicle production', there is not much difference in the coverage rates 
for employees and establishments that have both a sectoral collective 
agreement and a works council, on the one hand, and, on the other, the 
coverage rates for sectoral agreements alone and works councils on their 
own, there are considerable differences in some sectors. For instance, the 
percentage of establishments with both a sectoral collective agreement 
and a works council is just over 2 per cent in the 'precision instruments 
and optical goods' sector. In this sector, 6.5 per cent of establishments 
have a works council. This figure is not much higher in the 'furniture, 
jewellery, and toys' sector, even though 7.6 per cent of establishments in 
this sector have a works council. Indeed, even in the chemical and 
motor vehicles industries, the percentage of establishments with 
both a sectoral collective agreement and a works council is less than 
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Table 4.3 Percentage of employees and establishments covered by both 
a works council and a sectoral collective agreement by sector, 2000 


Sector 

Employees 

Establishments 

Basic manufacturing and recycling 

32.4 

5.5 

Chemical industry 

84.2 

33.7 

Rubber and synthetics 

51.3 

15.3 

Glass, stone, and earthenware 

55.9 

7.5 

Metal production and working 

57.3 

23.3 

Metal products and steel manufacture 

35.7 

6.5 

Machinery 

53.5 

12.3 

Motor vehicle production 

84.5 

47.1 

Other vehicle production 

75.9 

11.8 

Electrical equipment 

54.0 

9.2 

Precision instruments and optical goods 

28.1 

2.1 

Furniture, jewellery, and toys 

26.7 

2.8 

Total 

48.4 

7.6 


Source-. lAB Establishment Panel, 2000; based on weighted data. 


50 per cent. Therefore, the likelihood of establishments having both of 
these institutions may not be as high as it is assumed to be within the 
varieties of capitalism paradigm. Despite this, the percentage of employ¬ 
ees covered by both institutions is great in some sectors. 

The fact that the coverage rates are higher for employees than they are 
for establishments is not surprising given the fact that the likelihood of 
having a works council (Addison et al., 2001) and independently, a sec¬ 
toral collective agreement increases as establishment size (in terms of 
the number of employees) increases. The likelihood of having both a 
sectoral collective agreement and a works council also increases as firm 
size increases, which can be seen in Table 4.4. 

However, what is perhaps of more importance for the varieties of cap¬ 
italism approach is the effect that sectoral collective agreements have on 
wages. In that approach, it is assumed that these agreements 'equalize' 
wages at equivalent skills levels within an industry. Table 4.5 shows the 
percentage of workers who are paid at rates above those set out in the 
sectoral agreement, according to whether or not the establishment in 
which they work is covered by such an agreement. Unfortunately, the 
lAB data contain no indication of whether firms undercut the wage rates 
set out in collective agreements. Bahnmiiller (2002) found that approx¬ 
imately 10 per cent of the establishments that he examined in a limited 
range of sectors paid their workers at rates lower than those in the 
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Table 4.4 Percentage of employees and establishments covered 
by both a works council and a sectoral collective agreement by 
establishment size, 2000 


Establishment size - 
number of employees 

Employees 

Establishments 

1-4 

Insufficient data 

Insufficient data 

5-20 

2.7 

2.1 

21-100 

24.7 

20.0 

101-299 

50.9 

50.4 

300-1000 

77.0 

74.7 

1001-2000 

85.9 

84.6 

2001-1- 

93.7 

96.3 

Total 

48.4 

7.6 


Note: Manufacturing sectors only. 

Source: lAB Establishment Panel, 2000; based on weighted data. 


sectoral collective agreement, even though they were covered by it. This 
practice does, however, pose an obvious challenge to some of the 
assumptions within the varieties of capifalism approach: if firms are able 
to undercut the industry-wide collective agreement rates, the 'deep com¬ 
mitments' that workers in Germany are assumed to make to their 
employers may not be being sufficiently rewarded. 

Table 4.5 shows that a significant percentage of workers are paid af 
rates above those in the sectoral collective agreement. Indeed, approxi¬ 
mately 80 per cent of all workers in the chemical industry are paid at 
rates above those in the sectoral collective agreement even though they 
are employed in establishments covered by such an agreement. (There 
may be some discrepancies between the percentages of employees (nof) 
covered by a sectoral collective agreement in Table 4.5 and Table 4.1, 
because data may have been missing for some of the establishments on 
whether or not they pay their workers at rates above those in the sec¬ 
toral agreement. Establishments for which such data were missing have 
been excluded from Table 4.5.) This figure rises to 86 per cenf of all 
employees involved in motor vehicle production. Moreover, the 
weighted total for all of fhe sectors covered by Table 4.5 shows that 56 
per cent of all employees in manufacfuring in Germany are paid af rates 
above those in the sectoral collective agreement even though they work 
in establishments covered by such an agreement. In other words, employ¬ 
ees in firms covered by a secforal collective agreement are far more likely 
to be paid at rates above those in that agreement (56 per cent) than they 



Table 4.5 Conformity to the CME-type of company and 'overpayments' 
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are to be paid at the sectoral collective agreement rates (15.6 per cent). 
This indicates that industry-wide collective agreements may not limit 
wage rates to the extent that they are assumed to in the varieties of cap¬ 
italism paradigm. This evidence, in turn, suggests that sectoral collective 
agreements do not necessarily limit poaching to the extent that is 
assumed in the varieties of capitalism paradigm. 

As noted above, it is the contention of the proponents of fhe variefies 
of capitalism approach that employers' adherence to collective agree¬ 
ments is an important means by which to overcome opportunism on 
the part of both employees and rival companies; that is, it is argued that 
collective agreements can help to obviate the problem of poaching as 
they can remove one of fhe instruments (higher pay) that firms can use 
to entice workers away from a rival. Such institutions, so it is argued, 
then enable companies to invest in firm-specific skills which can then 
lead to success in international markets, ffowever, such arguments must 
be called into question if a majority of firms in important export sectors 
(the chemical and motor vehicle production industries) have increased 
their pay rates above those in the collective agreements. Firms could 
well, therefore, be using pay as a means of aftracting employees. Indeed, 
it is somewhat ironic that there seems to be a greater adherence to the 
pay rates set out in collective agreements by firms that do not sign up to 
collective agreements than by those that do. 

ffowever, it can, of course, be argued that the data in Table 4.5 do 
not provide any indication of the magnitude of fhe 'overpayments'. For 
instance, it could be the case that workers in establishments covered by 
sectoral collective agreements are paid at rates that are only f per cent 
higher than those in the agreement, whereas workers who are not covered 
by the agreement could be paid 10 per cent more. Data in Table 4.6, which 
shows, for establishments that do and do not sign up to the sectoral col¬ 
lective agreement, the weighted average of the wage differential between 
the actual rates and the levels in the collective agreements in manufac¬ 
turing sectors in Germany, suggest, however, that this is not the case. 

Overall, for workers who are employed in an establishment with a 
collective agreement and whose wage rates are higher than those in the 
sectoral collective agreement, the wage differential between actual and 
collective agreement rate is 11.9 per cent. This figure is slightly higher 
than that for those workers who, though also 'overpaid', do not work in 
a firm covered by a secforal collective agreement; their pay differential is 
11.1 per cent. The overall weighted average for overpayments of 11.6 per 
cent is in line with findings from other, related studies, such as Bellmann 
etal. (1998), Bispinck (2001), and Kohaut and Schnabel (2003). Although 
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Table 4.6 Weighted average of the wage differential between actual rates and 
levels in the collective agreement, 2000 


Sector 

Sectoral 

collective 

agreement? 

Weighted 
average of 'over 
payments' in % 

Basic manufacturing and recycling 

Yes 

11.0 


No 

10.9 

Chemical industry 

Yes 

10.8 


No 

9.5 

Rubber and synthetics 

Yes 

9.6 


No 

12.8 

Glass, stone, and earthenware 

Yes 

8.6 


No 

9.0 

Metal production and working 

Yes 

11.5 


No 

9.0 

Metal products and steel manufacture 

Yes 

12.9 


No 

11.1 

Machinery 

Yes 

12.2 


No 

12.7 

Motor vehicle production 

Yes 

16.5 


No 

10.0 

Other vehicle production 

Yes 

9.4 


No 

11.9 

Electrical equipment 

Yes 

13.2 


No 

16.8 

Precision instruments and optical goods 

Yes 

16.1 


No 

6.3 

Furniture, jewellery, and toys 

Yes 

10.4 


No 

9.3 

Total 

Yes 

11.9 


No 

11.1 


Total 

11.6 


Source: lAB Establishment Panel, 2000; based on weighted data. 


this overall difference between the two groups is only slight, there are 
major differences at the sectoral level. For workers involved in the pro¬ 
duction of motor vehicles, the wage differential is six and a half 
percentage points. This represents a difference of 60 per cent between 
the average overpayment in establishments with an industry-wide col¬ 
lective agreement and that in workplaces that are not covered by such 
an agreement. In the 'precision instruments and optical goods' sector, 
the wage differential for employees covered by a sectoral collective agree¬ 
ment is more than twice that for workers who are not covered by such 
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an agreement (16.1 per cent compared to 6.3 per cent). In the 'chemical 
industry', the difference is smaller, hut overpayments for workers in 
establishments covered by a sectoral collective agreement are still one 
percentage point higher than they are for those workers in workplaces 
not covered by such an agreement. The evidence, therefore, shows that 
in situations in which establishments pay their workers at rates higher 
than those in the sectoral collective agreement, workers covered by a 
sectoral agreement are often paid more, on average, than those who are 
not covered by such an agreement. This represents a reversal of earlier 
findings. Bellmann and Kohaut (1995) found that, in 1993, overpay¬ 
ments for establishments covered by a sectoral collective agreement 
were, on average, lower than those made by firms not covered by such 
an agreement. This suggests that the role that sectoral collective agree¬ 
ments may once have had in limiting overpayments (and, thereby, 
poaching) has been lost. 

The evidence in Table 4.6 raises the possibility that, in many manu¬ 
facturing sectors, sectoral collective agreements do not limit wage rates 
to the extent that is assumed within the varieties of capitalism literature. 
The data do not enable conclusions to be drawn about whether or not 
these wage differentials are sufficient to entice workers from one firm to 
a rival. However, as noted at the outset of this chapter, that cannot be, 
because of data limitations, the purpose of this chapter. The purpose of 
this chapter is to shed light on the underlying assumptions in much of the 
literature on the national varieties of capitalism. However, because the 
magnitude of the wage differential between the actual wage rates and those 
in the sectoral collective agreement is often higher (in some cases sig¬ 
nificantly so) for workers in establishments that are covered by such an 
agreement than it is for those workers who are not covered, the possi¬ 
bility that poaching takes place cannot be ruled out. For instance, in the 
'motor vehicle production' industry, where workers are overpaid, the 
fact that those who are covered by a sectoral collective agreement are 
paid, on average, 16.5 per cent more than is agreed within the sectoral 
collective agreement suggests that poaching may well be taking place. 
This compares to a figure of 10 per cent for those workers not covered by 
the sectoral collective agreement. To be sure, there are sectors in which 
collective agreements do seem to limit the wage differential between the 
actual and collective agreement rates. For instance, this differential is 
lower for employees who are covered by a sectoral collective agreement 
than it is for those who are not in 'rubber and synthetics', 'glass, stone, 
and earthenware', 'machinery', 'other vehicle production', and 'electrical 
equipment'. 
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An important prediction of the varieties of capitalism paradigm is that 
firms that conform most closely to the type of company that is assumed 
to he the most common within, in the case of Germany, CMEs will be 
the most successful exporters. (See, for instance. Hall and Gingerich 
(2001) for an assessment of a related prediction.) Table 4.7 sheds light on 
this expectation. It shows the weighted average export ratios (as a per¬ 
centage of total sales) for firms that pay wages that are above those in 
the sectoral collective agreement. (Data limitations prevented disaggre¬ 
gating Table 4.7 further for those workplaces that do or do not sign up 
to the sectoral collective agreement. However, the fact that the majority 
of employees in important export sectors (chemicals and motor vehi¬ 
cles) who are paid at rates above the levels set out in the sectoral collec¬ 
tive agreement are also employed in establishments that are covered by 
the sectoral collective agreement (Table 4.5), suggests that this will not 
influence the results significantly.) 

The data in Table 4.7 suggest that, overall, establishments that pay 
wages that are above those in the sectoral collective agreement have 
higher export ratios than those that do not overpay. For instance, for all 
of the sectors covered by Table 4.7, those establishments that overpay 
their workers have exports that represent 6.9 per cent of their total sales; 
for establishments that do not overpay, this figure is 4.5 per cent. This, 
however, masks significant differences at the sectoral level. For instance, 
establishments in the motor vehicle sector that overpay their workers 
have export ratios of, on average, 16.6 per cent; this compares to a figure 
of 10.5 per cent for those firms that do not overpay. This difference 
between the two groups is even more remarkable in the chemical indus¬ 
try. Here, overpayers export, on average, 36.1 per cent of their produc¬ 
tion, whereas firms that do not overpay have export ratios of 15.4 per 
cent. This poses a challenge for the varieties of capitalism paradigm as 
these two sectors have the highest percentage of employees who are 
paid at rates above those in the sectoral collective agreement (see 
Table 4.5). The evidence runs counter to the expectations of the varieties 
of capitalism framework as it should be those sectors in which compa¬ 
nies conform closely to the type of firm that is assumed to be the most 
common that have the highest export ratios. 

Moreover, those sectors that do conform most closely to the type of 
firm that is presumed to be the most common (that is employees who 
are covered by a sectoral collective agreement and who are not paid at 
rates above those in that agreement) have some of the lowest export 
ratios. This is true for 'basic manufacturing and recycling', 'glass, stone, 
and earthenware', and 'furniture, jewellery, and toys'. It does not. 
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Table 4.7 Weighted average export ratios for firms whose pay rates are at or above 
those in the sectoral collective agreement 


Sector 

Wages above 
sectoral 

agreement rates? 

Weighted average 
export ratios as a 
percentage of total sales 

Basic manufacturing and 

No 

1.3 

recycling 

Yes 

2.7 

Chemical industry 

No 

15.4 


Yes 

36.1 

Rubber and synthetics 

No 

8.3 


Yes 

14.2 

Glass, stone, and earthenware 

No 

0.3 


Yes 

7.9 

Metal production and 

No 

14.2 

working 

Yes 

14.4 

Metal products and steel 

No 

2.1 

manufacture 

Yes 

3.3 

Machinery 

No 

21.8 


Yes 

16.2 

Motor vehicle production 

No 

10.5 


Yes 

16.6 

Other vehicle production 

No 

1.2 


Yes 

18.0 

Electrical equipment 

No 

8.4 


Yes 

20.1 

Precision instruments and 

No 

3.2 

optical goods 

Yes 

3.6 

Furniture, jewellery, and toys 

No 

4.1 


Yes 

7.1 

Total 

No 

4.5 


Yes 

6.9 


Source: lAB Establishment Panel, 2000; based on weighted data. 


however, hold true for 'metal production and working'. This latter sector 
has high export ratios regardless of whefher or not employees are over¬ 
paid. Overall, however, the evidence suggests that far from there being a 
link between conformity to the model CME firm and high export ratios, 
non-conformity to that model (in important aspects) is associated with 
greater success in international product markets. Workers in sectors with 
strong export records may be in a strong position vis-a-vis their employ¬ 
ers; this may help to explain the (occasionally) significant extent and 
levels of overpayments in these sectors. Furthermore, overpayments in 
these sectors may also indicate that to recruit - and, thereby, potentially 
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poach - and retain the best workers, firms may have to increase wage 
levels substantially. 

A further indication that firms may be trying to poach workers comes 
from the prevalence of profit sharing. Clearly, profit sharing can act as 
an incentive for current workers to increase their output; it may also act 
as an incentive for workers to move from establishments that do not 
offer profit sharing to ones that do. It may, therefore, be evidence of a 
desire amongst companies to poach workers from their rivals. This prac¬ 
tice is, obviously, not anticipated within the varieties of capitalism par¬ 
adigm. Indeed, the possibility that firms may be able to combine profit 
sharing with an industry-wide collective agreement is not even counte¬ 
nanced in that approach. Furthermore, profit-sharing schemes may act 
as an incentive for managers and employees alike to focus on short-term 
gains at the expense of (potentially higher) long-term ones. Therefore, 
profit-sharing schemes may be incompatible with other aspects of the 
CME economic model (see below). 

To be sure, combining profit-sharing schemes and works councils 
could be interpreted as increasing employers' commitments to their 
staff (Becker and Gerhart, 1996; Huselid, 1995; Milgrom and Roberts, 
1995). Therefore, it could be argued that works councils are not incom¬ 
patible with profit-sharing schemes. Furthermore, it could be argued that 
some workers with firm-specific skills would welcome profit-sharing 
schemes; such schemes may well increase their earnings. Any such 
increase would compensate workers with firm-specific skills for their 
lack of opportunities on the open market. Table 4.8 shows the percent¬ 
age of employees who work in establishments that offer profit sharing in 
manufacturing industries in Germany. It also shows the percentage of 
establishments that have profit-sharing schemes. The establishments are 
differentiated by their conformity to the type of firm that is, within the 
varieties of capitalism paradigm, assumed to be the most common in 
Germany; that is, establishments that are covered by a works council 
and that have a sectoral collective agreement. 

As can be seen from Table 4.8, approximately 56 per cent of all employ¬ 
ees in the motor vehicle production industry work in an establishment 
that has a profit-sharing scheme, even though the workplace has a works 
council and is covered by a sectoral collective agreement. Similarly, in 
the chemical industry, approximately 44 per cent of all workers are 
employed in establishments that have a profit-sharing scheme, a works 
council, and that sign up to the relevant sectoral collective agreement. This 
strongly suggests that schemes that could potentially be used to poach 
employees from rival firms are not necessarily incompatible with the 
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traditional institutions of the German economic model. In other words, 
employers in Germany have been able to introduce relatively new incen¬ 
tive schemes alongside more traditional labour-market institutions. This 
suggests not only that 'institutional variability' is greater in Germany 
than is assumed to be the case in the varieties of capitalism literature, but 
also that, for the varieties of capitalism framework, key institutions do 
not necessarily constrain actors to the extent that that framework 
assumes that they do. To put this another way, actors - that is, employers 
and managers - may be able to innovate in ways that are not foreseen by 
the varieties of capitalism paradigm. As seen above, the varieties of capi¬ 
talism paradigm assumes that national institutions are the most impor¬ 
tant factors in determining outcomes at the firm level. Therefore, the 
great variability in institutions that are actually present in individual 
establishments may signal, first, that actors' ability to innovate is greater 
than is assumed to be the case in the varieties of capitalism approach and 
second and consequently, that firms' strategies are less contingent upon 
national institutions than that framework presupposes. 

Discussion 

The evidence presented in this chapter suggests that the varieties of 
capitalism approach should be complemented by more fine-grained 
analysis that focuses on firm-level structures. National economic char¬ 
acteristics, such as sectoral collective agreements and works councils, 
that are, in the varieties of capitalism approach presumed to pervade the 
majority of companies in an economy do not sufficiently capture firm- 
level variation. This variation extends to outcomes that differ from the 
anticipations of much of the literature. For instance, workers, even 
though they are in establishments covered by a sectoral collective agree¬ 
ment, are often paid at rates substantially higher than those in such 
agreements. This is especially true within sectors that have traditionally 
been seen as strengths of the German economy (chemicals and motor 
vehicles). This substantial variation in the institutions that are present 
in different economic sectors is not limited to institutions related to the 
labour market: Liitz (2005) has indicated that large German companies 
as well as sections of the Mittelstand, or small and medium-sized enter¬ 
prises, have welcomed the internationalization of financial markets as it 
opens up new sources of capital. (See also, Jackson, 2005, for a discus¬ 
sion of the ways in which co-determination is changing.) 

The figures, therefore, raise the issue of how accurate the portrayal of 
Germany is in much of the varieties of capitalism literature. For instance. 
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in the introductory chapter to the edited volume on Varieties of 
Capitalism, Hall and Soskice (2001b) do not even note the uneven 
spread of these institutions (both within and across sectors) that are, for 
them, of cardinal importance. Such nuances may, however, be highly 
important for the interpretation of the data. For instance, even though, 
as seen above, in certain economic sectors there may well be patterns in 
comparative advantage between CMEs and LMEs, at the moment it is 
impossible to discern whether it is those firms that do not have collec¬ 
tive agreements that are responsible for the majority of exports or 
whether it is those firms that, though covered by a sectoral collective 
agreement, overpay their workers that export the most. At the moment, 
there is no way of telling which, if any, scenario is the more accurate. 

The figures do, however, suggest that firms have far more strategic 
flexibility than is often assumed to be the case within the literature on 
comparative capitalisms. For instance, firms may decide to increase their 
pay rates to their employees to levels above those in the sectoral collec¬ 
tive agreement in order to attract and retain the best workers. The 
opportunity that workers in Germany may have to increase their remu¬ 
neration significantly by moving to a different firm raises the theoreti¬ 
cal possibility that employees will be more interested in gaining general 
skills (as these will be of greater value on the open market) than they are 
in acquiring firm-specific skills (which, ipso facto, will be of less value to 
other firms). This, in turn, suggests that the range of production strate¬ 
gies that are open to firms within Germany may be greater than posited 
within the varieties of capitalism paradigm. 

Moreover, evidence presented on the link between wage rates and 
exports reveals that, in most manufacturing sectors in Germany, those 
establishments that overpay their workers are likely to export more than 
those that do not. This, again, poses a challenge to the varieties of capi¬ 
talism literature as it should be those establishments that conform most 
closely to the type of company that is assumed to be the most common 
in CMEs that have the highest export ratios. Furthermore, the evidence 
on sectoral collective agreements and works councils, on the one hand, 
and profit-sharing schemes within establishments, on the other, sug¬ 
gests that the two are not incompatible. This, once again, indicates that 
actors have the ability to alter the institutional setting in which they 
operate so that those settings suit the strategies that the establishment is 
pursuing. 

These findings have a number of ramifications for any future testing 
of national business models. The first stage in any such assessment must 
be to determine the actual institutional setting of firms. The second step 
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must then be to determine if these affect the behaviour of firm-level 
actors in the ways expected. For instance, firms may be able to pursue 
similar production strategies - such as those that rely on employees with 
general skills - despite the fact that they operate in very different insti¬ 
tutional settings. Therefore, the detailed institutional settings of indi¬ 
vidual firms should not be ignored in assessments of the varieties of 
capitalism paradigm. The next chapter aims to address this issue by 
examining the link between, on the one hand, collective agreements, 
works councils, and the interaction between the two and, on the other, 
personnel-related issues at the establishment level. 



5 

The Effects of Institutions at 
the Establishment Level 


The previous chapters have examined the arguments espoused within 
the varieties of capitalism paradigm in terms of their validity, first, for 
comparative-advantage data and, second, for the spread of key lahour- 
markef institutions. This chapter examines more closely the effects of 
works councils and collective agreements - as well as the interactions 
between the two - on quit rates. It will also assess their effects on a num¬ 
ber of personnel issues, such as, for example, fhe recruitment and reten¬ 
tion of skilled workers. If the previous chapters examined some of fhe 
assumptions of fhe varieties of capitalism paradigm as well as the key 
final predicfion (comparative advantage) of the varieties of capitalism 
paradigm, this chapter focuses more closely on some of the 'intermediate 
products' of works councils, collective agreements, and their interaction. 
In other words, this chapter focuses on their effects on quit rates and on 
personnel issues that are deemed to be of cardinal importance within 
the varieties of capitalism paradigm. The varieties of capitalism para¬ 
digm can be thought of as having two key stages: first, that institutions 
in co-ordinated market economies (CMEs) facilitate the provision of 
firm-specific skills that are a prerequisite for certain production strate¬ 
gies and, second, that these production strategies will lead to a compar¬ 
ative advantage in the production of certain goods. This chapter, 
therefore, focuses on the first stage in that argument. The data are drawn 
from the lAB's data set outlined in the preceding chapter. 

This chapter is structured as follows. It will begin by briefly recapitu¬ 
lating the arguments within the varieties of capitalism paradigm on the 
effects of works councils and collective agreements - as well as the 
effects of fhe interacfion befween the two - on firm behaviour. It will, 
then, by running a regression analysis, assess whether such theoretical 
arguments are borne out by the evidence for quit rates. After that, it will 
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examine the association between the same two institutions as well as 
their interaction effects on a series of dichofomous outcome variables 
which measure managers' perceptions of personnel-related issues. These 
associations are measured by running a series of logistic regressions. 

Although previous research has certainly been carried out in this area, 
it has tended, first, to focus on continuous data, even though, arguably, 
managers' perceptions of a range of personnel-related issues would be a 
more appropriate measure of the effects of works councils, secforal col¬ 
lective agreements, and their interaction and, second, to exclude collec¬ 
tive agreements from the analysis (Addison et ah, 2001; cf. Hiibler and 
Jirjahn, 2003). Unlike previous studies, then, this article will draw on 
subjective data that covers management's perceptions of a range of per¬ 
tinent personnel issues, such as at the establishment level, 'excessive 
employment', 'too much personnel fluctuation', 'a shortage of employ¬ 
ees', 'wage costs that are too high', and 'high profitability'. Such meas¬ 
ures offer, arguably, a more appropriate assessment of the relationship 
between labour-market institutions and establishment-level outcomes 
than quantitative indicators (see below). In order to complement, and in 
order to be comparable to, existing studies in this area (see, for instance, 
Addison et al., 2001), this chapter will focus on manufacturing sectors, 
and establishment performance will be differentiated by employment 
size. It will also examine a quantitative indicator of esfablishment-level 
quit rates. Unlike previous studies, however, this chapter will examine 
the association between workplace industrial- relations systems and quit 
rates, sensu stricto (cf. Addison et al., 2001). 

Works councils, sectoral collective 
agreements, complementarity, and 
establishment-level outcomes 

As seen in more detail in Chapter 2, the varieties of capitalism paradigm 
attaches great importance to works councils and sectoral collective 
agreements as means by which investments by workers in firm-specific 
skills and human capital can be facilitated. The effects of one of these 
institutions are said to be complemented, or heightened, by the pres¬ 
ence of the other. Thus, investments by employees in firm-specific skills 
will be fostered most in establishments that have a works council and 
that sign up to the relevant industry-wide collective agreement. 

As seen in the preceding chapter, however, establishments in Germany 
are not required to have both of these institutions in place. Indeed, 
many do not. This 'institutional variability' opens up the possibility to 
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assess in detail the contentions within the varieties of capitalism 
approach. To be sure, no data exist on the nature of fhe skills of workers 
in different establishments in Germany. However, as the arguments 
within the varieties of capifalism paradigm have a number of implica- 
fions for esfablishment-level oufcomes for which dafa do exisf, if is 
possible to assess that framework at the micro level. These implications 
are outlined in the relevant sections below. It is important to focus on 
oufcomes at the micro level, because it is for fhis level thaf the initial 
predictions of the varieties of capifalism paradigm are made. Despite 
this, many of fhe imporfant analysis within the varieties of capifalism 
liferafure rely either on macro (i.e. national) data or meso (in other 
words, sectoral) evidence (see, for instance, Estevez-Abe etal., 2001). 

Data and methodology 

The Institut fur Arbeitsmarkt-und Berufs forschung (lAB) dataset used in this 
analysis has been described in detail in the preceding chapter. Only the 
most important features of the data set will be restated here. The data set 
is based on an annual survey of workplaces across fhe whole of 
Germany. All esfablishmenfs wifh at least one employee who must pay 
social security contributions could, potentially, be included in the sur¬ 
vey. The descriptive evidence provided in the previous chapter used the 
weightings in the data set. (The survey design leads to a stratified sam¬ 
ple in which large firms will be over-represented when compared to the 
actual population of establishments.) These weightings will not be used 
in the analysis in this chapter. Here, a regression and several logistic 
regressions will be used to assess some of the implications of the vari¬ 
eties of capifalism approach. 

As in the preceding chapter, the analysis will draw only upon those 
workplaces in manufacturing sectors (which are listed in several of fhe 
tables in that chapter). The justification for fhis is fhat fhe variefies of 
capitalism paradigm would appear to apply most to these sectors. It 
would, therefore, be inappropriate to assess the arguments made in that 
framework by using, say, esfablishmenfs from fhe banking and insur¬ 
ance sector. Following Addison et al. (2000) and Addison et al. (2001), 
fhis chapter will run multivariate regressions not just for the whole sam¬ 
ple, but also for fwo reduced samples fhat cover establishments with 
between 21 and 100 employees and those with between 101 and 299 
employees. The justifications for the reduced-sample regressions are, 
first, that the costs of works councils and sectoral collective agreements 
are thought to fall heavily on small and medium-sized enterprises 
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(BDA, 2003: 8) and, second, that the potential benefits of works councils 
are thought to be more muted in such establishments (Addison et al., 
2001: 670). Moreover, for these two classes of establishments, works 
councils are present, respectively, in approximately 33 and 71 per cent 
of establishments, and their powers are fixed. Similarly, secforal collec- 
five agreements cover, respectively, 46 and 58 per cent of establishments 
in these two firm categories (see Table 4.2). Thus, in these two reduced 
samples, works councils and sectoral collective agreements are neither a 
rarity nor a ubiquity. This will help to ensure that the statistical results 
are not biased. 

Quit rates 

One of fhe most fundamental expectations of the varieties of capitalism 
paradigm is that the institutions of secforal collecfive agreements and 
works councils will lower quit rates. This is connected to arguments 
within that approach, as outlined above, that these institutions will facil¬ 
itate investments by workers in firm-specific skills. If workers have firm- 
specific skills, the opportunities for them to work for other companies 
will be limited. A corollary of this is that they will be less likely to quit 
than those workers with general skills. In short, works councils and sec¬ 
toral agreements should be associated with lower quit rates. Moreover, as 
also highlighted above, the varieties of capitalism approach emphasizes 
the importance of institufional complementarity. In other words, the 
effects of one institution are said to be magnified by the presence of 
another. In this instance, the effects of works councils on the provision 
of firm-specific skills are said to be heightened by the presence of a 
sectoral collective agreement (and vice versa). 

Fortunately, the large dataset compiled by the lAB, which was drawn 
upon in the preceding chapter, allows for a compelling treatment of fhis 
issue by virtue of fhe richness of its establishment information. In order 
to capture any such complementarity, an interaction term - that is, a 
dummy variable that takes the value of 1 if an establishment has a works 
council and is covered by a sectoral agreement - is entered into the 
analysis. 

In order to be comparable to similar studies that have been conducted 
in this area (most notably by Addison and his many co-authors), a 
number of other explanatory variables will also be included in the 
regressions. The independent variables used in this inquiry are defined 
in Table 5.1. If is thought that there will be a straightforward association 
between establishment size (and, following Addison et al., 2001, its 
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Table 5.1 Institutions and quit rates 


Variable 

All 

establishments 

Establishments 

with 21-100 
employees 

Establishments 

with 101-299 
employees 

Constant 

-2.904* 

-1.990* 

-3.610* 

Sectoral collective agreement 

-0.182t 

-0.177t 

-0.542t 

(Dummy: 1 = yes) 

Works council 

-1.106* 

-0.294* 

-0.346t 

(Dummy: 1 = yes) 

Interaction term: works council 

0.028 

0.272t 

0.370 

and collective agreement 
Employment size 

0.000* 

-0.026* 

-O.OOS 

(number of employees, June 2000) 
in manufacturing sector 
Employment size squared 

0.000* 

0.000 

0.000 

Female (% female) 

0.000 

0.001 

0.008* 

Skilled (% skilled workers) 

-0.003t 

-0.004t 

0.001 

Part time (% part time) 

0.017* 

0.003 

0.003 

Wages above sectoral 

-0.072 

0.041 

-0.059 

agreement rates? 

(Dummy: 1 = yes) 

High profitability 

-0.0S7 

0.000 

-0.132t 

(Dummy: 1 = very good or good) 
Technical state of equipment 

-0.120t 

O.OSS 

0.069 

(Dummy: 1 = state of the art) 

Parts of the establishment closed? 

-0.128 

-0.377t 

0.061 

(Dummy: 1 = yes) 

Parts of the establishment sold off? 

-0.046 

0.313 

0.272 

(Dummy: 1 = yes) 

Parts of the establishment 

-0.166 

-0.431 

0.490 

founded as a separate entity? 
(Dummy: 1 = yes) 

Other enterprises integrated 

0.196 

-0.010 

0.832* 

into the establishment? 

(Dummy: 1 = yes) 

Branch Plant/Subsidiary 

-0.227* 

-0.022 

-0.088 

Dummy 

West-east dummy 

0.28S* 

0.148 

0.596* 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Yes:j: 

Yes 

Yes 

N 

1,48S 

379 

453 

R2 

0.433 

0.348 

0.273 


Notes: OLS estimates, where the dependent variable is the logarithmically transformed share of employment. 
*, t, and $ denote statistical significance at the 1%, 5%, and 10% level respectively. 

Source: lAB Establishment Panel, 2000. 
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square) and lower quit rates. Those establishments that have high profit 
levels, those that pay their workers at rates above those in the relevant 
sectoral collective agreements, and those that have state-of-the-art 
equipment are also expected to have lower quit rates, as these should 
enhance the long-term employment prospects of workers. The expecta¬ 
tions for the other covariates given in the table are less clear cut, 
especially given the detailed industry controls. 

A number of other studies have already been conducted in this area - 
though these have tended to concentrate on the effects of works coun¬ 
cils rather than collective agreements, and many have overlooked the 
possible interaction effects between works councils and sectoral collec¬ 
tive agreements (though see Hiibler and Jirjahn, 2003). Frick (1996, 
1997), drawing on data from 1,616 private-sector establishments, found 
that works councils reduced quits. Other studies have found the same 
result (Backes-Gellner et al., 1997; Dilger, 2002; Frick and Sadowski, 
1995; Gerlach and Jirjahn, 2001). One of the most prominent examina¬ 
tions of the effects of works councils on labour turnover at the estab¬ 
lishment level was conducted by Addison et al. (2001), who used data 
from the first wave (1994) of the Hanover Firm Panel that covers 1,025 
plants in manufacturing sectors in Lower Saxony. For their complete 
sample, they found that works councils reduced 'departures' in a statis¬ 
tically significant way. Their departures measure covered more than 
quits, sensu stricto, as it also covered deaths and retirements. In a sepa¬ 
rate regression for a reduced sample that contained only those estab¬ 
lishments with between 21 and 100 employees, there was no statistically 
significant relationship between works councils and departures. 

Following Addison et al. (2001), this research will also run the regres¬ 
sions for a reduced sample of establishments with between 21 and 100 
employees. It will also run a further regression for a reduced sample of 
establishments with between 101 and 299 employees. As seen in Table 4.2, 
sectoral collective agreements and, especially, works council are neither 
universal (as they are in larger establishments) nor a rarity (as they are in 
smaller establishments) amongst establishments with between 21 and 
100 employees and those with between 101 and 299 workers. 

Table 5.1 shows the results of three regressions in which the depend¬ 
ent variable is expressed in log-odds form. In other words, the depend¬ 
ent variable is defined as ln[RATE/(l-RATE)], where the RATE is the 
actual number of quits (+1) divided by the preceding year's employ¬ 
ment level. Since some establishments have 0 quits, the value of 1 was 
added to all reported quits. As can be seen, the regressions offer strong 
support to the view that works councils can help to reduce quit rates. 



102 The Varieties of Capitalism Paradigm 


(For arguments on this issue that are similar to those put forward in the 
varieties of capitalism paradigm, see Levine and Tyson, 1990, and 
Freeman and Lazear, 1995.) Table 5.1 also indicates that sectoral collective 
agreements can help to reduce quit rates. In all three of the regressions - 
that is, for the complete sample and for the two reduced samples - works 
councils are strongly associated with reduced quit rates. In the case of 
the complete sample and the reduced sample of establishments with 
between 21 and 100 employees, this association is statistically signifi¬ 
cant at the 1 per cent level. For the reduced sample of establishments 
with between 101 and 299, the link between works councils and lower 
quit rates is statistically significant at the 5 per cent level. Sectoral col¬ 
lective agreements are also associated with lower quit rates. This associ¬ 
ation is, however, for the complete sample and for the reduced sample 
of establishments with between 21 and 100 employees only significant 
at the 10 per cent level. For the reduced sample of establishments with 
between 101 and 299 employees, this link is statistically significant at 
the 5 per cent level. 

It is also interesting to note that, although it might be expected that 
paying workers at rates above those in the relevant sectoral collective 
agreement would have a greater impact on quit rates than either sectoral 
collective agreements or works councils, this does not appear to be the 
case. Indeed, the possibility that there is no link between overpayments 
and quit rates cannot be rejected, as the coefficients of the 'wages above 
those in the sectoral collective agreement' variable are statistically 
insignificant in all three of the regressions in Table 5.1. This result, 
therefore, underlines the importance attached to works councils and 
sectoral collective agreements in the varieties of capitalism paradigm 
(and elsewhere) in reducing quit rates. 

Whilst these results on works councils and sectoral collective agree¬ 
ments offer support to the varieties of capitalism paradigm, it is worth 
noting that the important arguments espoused within that approach 
that are based on the notion of institutional complementarity are not 
buttressed by the evidence in Table 5.1. This is shown in two ways. First, 
for the complete sample and for the reduced sample of establishments 
with between 101 and 299 employees, the coefficient of the interaction 
term, which has been designed to capture any complementarity 
between sectoral collective agreements and works councils, is not statis¬ 
tically significant. This suggests that the possibility that there is no link 
between quit rates, on the one hand, and the effects of interaction 
between works councils and sectoral collective agreements, on the other, 
cannot be ruled out. Second, where the interaction term is statistically 
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significant - at the 10 per cent level for the reduced sample of establish¬ 
ments with between 21 and 100 employees - the coefficient is positive. 
This suggests that interaction between works councils and sectoral col¬ 
lective agreements actually increases the quit rate. This is, obviously, 
contrary to the expectations of the varieties of capitalism framework. All 
of these results, therefore, call into question one of the most important 
facets of the varieties of capitalism paradigm. This finding as well as oth¬ 
ers will be discussed below in terms of their consequences for the impor¬ 
tance of the concept of complementarity. 

Some of the other results from Table 5.1 are also worth noting. For 
instance, it is, perhaps, not surprising that the higher the percentage of 
part-time workers in an establishment, the greater the quit rate. This 
relationship is statistically significant at the 1 per cent level in the com¬ 
plete sample. Similarly, for the complete sample, having state-of-the-art 
equipment is moderately associated with lower quit rates. If an estab¬ 
lishment has state-of-the-art equipment this may signal to employees 
that their employment prospects with the company are good. They may, 
therefore, have no need to quit in order to seek more long-term employ¬ 
ment. These good employment prospects may also be signalled to 
employees by high profitability. This relationship only seems to hold, 
however, in establishments with between 101 and 299 employees. It is 
also not surprising to see that, for the complete sample and for one of 
the reduced samples, establishments in western Germany have higher 
quit rates than those in eastern Germany. This is likely to reflect the 
greater employment opportunities that are open to workers in western 
Germany than to those in eastern Germany. This relationship is statisti¬ 
cally significant at the 1 per cent level in both cases. 

Some of the other results are, however, a little surprising. For instance, 
for the complete sample and for the reduced sample of establishments 
with between 21 and 100 employees, workplaces in which skilled employ¬ 
ees make up a higher percentage of the workforce are likely to have 
lower quit rates than those with, in percentage terms, fewer skilled 
employees. This runs counter to intuition, as it might be expected that 
skilled employees will have more employment options open to them 
than semi-skilled or unskilled workers. They might, therefore, be expected 
to quit their jobs more often in search of higher remuneration or better 
working conditions. The findings may, however, offer indirect evidence 
in favour of the varieties of capitalism paradigm. It contends that work¬ 
ers in Germany are likely to have firm-specific skills. Ipso facto, they 
will have fewer employment opportunities with other firms. Therefore, 
they are less likely to quit. This interpretation must, however, remain 
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somewhat speculative as a more definitive answer would require the 
analysis of either cross-national data or more finely grained national data. 

It is also interesting to note that the closure of a part of the establish¬ 
ment is, for workplaces with between 21 and 100 employees, associated 
with lower quit rates. This is counter-intuitive as it might be expected 
that the closure of a part of the establishment would be interpreted by 
employees to mean that the establishment is facing economic difficulties; 
this may encourage them to find employment elsewhere. That this, 
however, is not the case may mean that employees who are left in the 
workplace may feel more optimistic about their employment. 

'Too many employees' 

The lAB also provides other evidence that can be useful in an assessment 
of the varieties of capitalism paradigm. For instance, it also provides 
information on management's perception of staffing levels within the 
establishment. One of these subjective measures examines whether the 
establishment has 'too many employees' (zw hohe Personalbestand). 
Although subjective measures may be criticized by some, they do offer 
several advantages compared to objective data (for a detailed discussion, 
see Machin and Stewart, 1996; Robinson and Pearce, 1988). One of the 
most important advantages that subjective data offer in the current con¬ 
text is that they provide a better indication of the effects of, for instance, 
quits on staffing levels in workplaces. For instance, a quit rate of 5 per 
cent may, for some establishments, be regarded as 'too high', whilst for 
others it may be acceptable. Therefore, asking managers whether or not 
they believe their establishment has 'too many employees' may provide 
greater insights into the effects of works councils, sectoral collective 
agreements, and their interaction on staffing levels in workplaces. 

Table 5.2 shows the results of three logistic regressions in which the 
dependent variable reflects managers' views on whether or not the 
establishment has too many employees. As in the preceding regression 
analysis, the logistic regression is run for the complete sample and two 
reduced samples. Once again, one of the reduced samples covers work¬ 
places with between 21 and 100 employees, and the other is for estab¬ 
lishments with between 101 and 299 employees. The varieties of 
capitalism paradigm would obviously expect neither works councils nor 
sectoral collective agreements nor the interaction between the two to 
lead to excessive employment levels within workplaces. Neo-liberal 
critics of such institutions, such as Addison etal. (2001), would, however, 
certainly not rule out the theoretical possibility that works councils 
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Table 5.2 Institutions and 'too many employees' 



All 

establishments 

employees 

Establishments 
with 21-100 
employees 

Establishments 

with 101-299 

Constant 

-1.263t 

-2.346 

-1.106 

Sectoral collective agreement 

0.685t 

0.844 

1.351 

(Dummy: 1 = yes) 

Works council (Dummy: 1 = yes) 

0.003 

0.141 

-1.477$ 

Interaction term: ^vorks council 

-0.686 

-1.088 

-0.471 

and collective agreement 
Employment size (number of 

o.ooot 

0.044 

0.008 

employees, June 2000) 
in manufacturing sector 
Employment size squared 

0.000 

0.000 

0.000 

Quit rate in % 

-0.047 

-0.011 

-0.010 

Female 

-O.OOS 

0.009 

-0.041t 

(% female) 

Skilled (% skilled workers) 

-0.002 

-0.003 

-0.001 

Part time (% part time) 

-0.016 

-0.026 

0.032 

Profit sharing (Dummy: 1 = yes) 

0.060 

-0.956 

0.743 

Wages above sectoral 

-0.197 

-0.891t 

-0.042 

agreement rates? 

(Dummy: 1 = yes) 

High profitability (Dummy: 

-1.426* 

-1.296t 

-2.316* 

1 = very good or good) 

Technical state of equipment 

-0.431 

-1.665t 

-0.548 

(Dummy: 1 = state of the art) 
Branch plant/subsidiary 

0.394t 

-0.480 

-0.293 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

-0.189 

0.475 

-1.209t 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Yes 

Yes 

Yes 

N 

1,495 

383 

457 


Note: *, t, and $ denote statistical significance at the 1%, 5%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 


could engage in rent-seeking behaviour to sustain employment levels 
above those that managers would prefer. 

Many of the variables used as controls in the regression analysis have 
been used in this logistic regression (as well as the subsequent ones). A 
variable to capture the quit rate in percentage terms has also been 
included in the logistic regressions. This variable, obviously, could not 
have been included in the regression analysis as the quit rate formed the 
dependent variable. In this logistic regression, it is expected that man¬ 
agers in highly profitable establishments, in those with state-of-the-art 
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equipment, and in those that are in western Germany are less likely to 
agree with the statement that their establishment has too many 
employees. The associations between the other control variables and 
this outcome variable are less readily predicted. 

The results offer some support to the varieties of capitalism paradigm. 
The majority of the coefficients of the, for this study, main explanatory 
variables are not statistically significant. This suggests that, on the 
whole, works councils, sectoral collective agreements, and the interac¬ 
tion between the two do not have detrimental effects on managers' per¬ 
ceptions of excessive employment levels within their establishments. 
However, it should, of course, be noted that, for the complete sample, 
the sectoral collective agreement dummy, is statistically significant 
(albeit at the 10 per cent level). Moreover, the coefficient is positive. 
This, therefore, suggests that managers in establishments with sectoral 
collective agreements are more likely to agree with the statement that 
their workplace has too many employees. On the other hand, for one of 
the reduced samples (establishments with between 21 and 100 employ¬ 
ees), none of the three main explanatory variables is statistically signifi¬ 
cant. For the other reduced sample (for workplaces with between 101 
and 299 workers), only one of these explanatory variables (the works 
council dummy) is statistically significant (at the 10 per cent level). 
Moreover, the coefficient for the statistically significant works council 
dummy is negative. This suggests that the presence of a works council 
decreases the likelihood of managers agreeing with the statement that 
their workplace has too many employees. This (along with the insignif¬ 
icant coefficients) supports the implicit assumptions within the varieties 
of capitalism paradigm that works councils and sectoral collective agree¬ 
ments will not have detrimental effects on companies. 

If the results offer support to the varieties of capitalism paradigm, they 
do not (on the whole) buttress neo-liberal critiques of these institutions. 
As already noted, these institutions are, in general, not associated with 
the perception amongst managers that their workplace has too many 
employees. Therefore, there is very little evidence to suggest that these 
institutions - most notably works councils - promote rent-seeking 
behaviour by employees or their representatives. 

Some of the results in Table 5.2 are in line with other, more intuitive 
expectations. For example, it is not surprising to see that managers 
in establishments that are highly profitably are less likely to complain 
that their workplaces suffer from excessive employment levels. This 
association is statistically significant across all three of the regressions. 
Similarly, for the reduced sample of establishments with between 21 and 
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100 employees, those managers in establishments that pay their workers 
at rates above those in the sectoral collective agreement are less likely to 
think that there are too many workers employed there. Indeed, if estab¬ 
lishments that do 'overpay' their workers were to complain about hav¬ 
ing excessively high employment levels, they would probably reduce 
their pay rates in order to make employment there less attractive. 

'High employee turnover' 

Just as managers' perceptions about staffing levels may reveal more 
about the negative or positive consequences of works councils, sectoral 
collective agreements and the interactions between the two on estab¬ 
lishments than quantitative data on quits, so too might managers' 
judgements about whether or not their establishment suffers from too 
much employment fluctuation. Within the varieties of capitalism para¬ 
digm, works councils, sectoral collective agreements, and the interac¬ 
tions between the two, because they can facilitate investments in 
firm-specific skills by workers, are said to reduce quit rates. A clear corol¬ 
lary of this is that, if employers are attempting to implement production 
strategies that rely on workers who have firm-specific skills, the presence 
of works councils and sectoral collective agreements should reduce 
employment fluctuation within the firm to acceptable levels. Managers, 
therefore, should be less likely to complain that their establishments 
suffer from high employee turnover (hohe Personalfluktuation) if the 
establishment in which they work has a works council and signs up to a 
sectoral collective agreement. 

Table 5.3 examines this issue. As before, three separate logistic regres¬ 
sions are conducted. The explanatory variables are unchanged from the 
previous logistic regressions. Of the three explanatory variables that are 
of most interest to this study - the works council dummy, the sectoral 
collective agreement dummy, and the interaction term between the two - 
only one is statistically significant in any of the three logistic regres¬ 
sions. For the complete sample, the sectoral collective agreement, 
dummy is statistically significant at the 10 per cent level. As expected by 
the varieties of capitalism paradigm, the coefficient is negative. This sug¬ 
gests that managers in establishments that sign up to a sectoral collec¬ 
tive agreement are less likely to complain that their workplaces suffer 
from high employee turnover than those in establishments that are not 
covered by a sectoral collective agreement. 

This association does not, however, hold in either of the reduced 
samples. In those regressions - as well as for the works council dummy 
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Table 5.3 Institutions and 'high employee turnover' 


Variable 

All 

establish¬ 

ments 

Establishments 
with 21-100 
employees 

Establishments 
with 101-299 
employees 

Constant 

-3.872* 

-19.249 

-16.726 

Sectoral collective agreement 

-1.0441 

-0.907 

-17.862 

(Dummy: 1 = yes) 

Works council 

-0.560 

-18.267 

-0.542 

(Dummy: 1 = yes) 

Interaction term: works 

1.076 

17.591 

18.211 

council and collective 
agreement 

Employment size 

0.000 

-0.108 

-0.037 

(number of employees, 

June 2000) in manufacturing 
sector 

Employment size squared 

0.000 

0.001 

0.000 

Quit rate in % 

0.048* 

0.052 

0.261* 

Female (% female) 

0.004 

0.017 

-0.053t 

Skilled (% skilled workers) 

-0.007 

-0.019 

-0.018 

Part time (% part time) 

-0.016 

-0.031 

0.028 

Profit sharing 

-0.217 

-18.230 

0.020 

(Dummy: 1 = yes) 

Wages above sectoral 

0.521 

0.790 

0.574 

agreement rates? 

(Dummy: 1 = yes) 

High profitability 

0.153 

-0.498 

0.060 

(Dummy: 1 = very good 
or good) 

Technical state of equipment 

-0.356 

0.765 

-0.570 

(Dummy: 1 = state of the art) 
Branch plant/subsidiary 

-0.054 

0.332 

-1.388 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

0.9171 

2.554$ 

0.118 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Yes 

Yes 

Yes 

N 

1,495 

383 

457 


Note: *, t, and :j: denote statistical significance at the 1%, S%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 


and the interaction term in the complete sample - none of the three 
main explanatory variables is statistically significant. This suggests that 
the possibility that there is no link between perceptions of high 
employee turnover, on the one hand, and works councils, industry-wide 





Institutions at the Establishment Level 109 


collective agreements, and the interaction between the two, on the other, 
cannot be dismissed. The evidence, therefore, offers very little evidence in 
support of the varieties of capitalism paradigm, as that framework would 
expect the coefficients of the independent variables to be statistically sig¬ 
nificant and negative. In most instances, the coefficients of the three key 
variables are statistically insignificant. The same evidence, however, also 
indicates that many of the arguments espoused by neo-liberals would 
appear to be unfounded. The insignificance of many of the variables indi¬ 
cates that there is no association - either positive or negative - between 
institutions and perceptions of high employee turnover rates. 

Of the explanatory variables that are statistically significant, it is not 
surprising to see that, for the complete sample and for the reduced sam¬ 
ple of establishments with between 101 and 299 employees, the quit 
rate variable is statistically significant at the 1 per cent level. In other 
words, as the quit rate increases, the more likely it is that managers will 
complain that their establishment has too high a rate of employee 
turnover. Similarly, in the regression for the complete sample and for the 
reduced sample of establishments with between 21 and 100 employees, 
managers in workplaces in western Germany are more likely than man¬ 
agers in similar workplaces in eastern Germany to think that there is a 
high employee turnover rate in their establishments. This association is, 
however, only statistically significant at the 10 per cent level. 

'Too many skilled employees leaving' 

The previous logistic regression examined perceptions of employment 
fluctuation amongst all workers. The lAB survey also, more specifically, 
asks managers to indicate if 'too many skilled employees are leaving' 
{Abwanderung von Fachkrdften). Managers' responses to this question are 
obviously of importance to this assessment of the varieties of capitalism 
paradigm. That framework posits that works councils, by acting as cred¬ 
ible commitments that constrain managers' ability to engage in oppor¬ 
tunistic behaviour, will encourage workers to invest in firm-specific 
skills. Because workers are expected to invest in firm-specific skills, it is 
anticipated within the varieties of capitalism framework that they will 
be with their employer for a long time (see also, Estevez-Abe etal., 2001). 
Moreover, the effects of works councils are said to be complemented by 
industry-wide sectoral agreements that help to assure workers 'that they 
are receiving the highest feasible rates of pay in return for the deep com¬ 
mitments they are making to firms' (Hall and Soskice, 2001b: 25). In the 
following analysis, an interaction term is used in an attempt to capture 
this complementarity. 
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Table 5.4 shows the results of a logistic regression in which the 
(dichotomous) response variable was agreement or disagreement with 
the proposition that the establishment suffered from the loss of too 
many skilled employees. To be sure, the question did not distinguish 
between those with firm-specific, industry-specific, or general skills. 
However, the whole thrust of the arguments within the varieties of cap¬ 
italism paradigm is that works councils, sectoral collective agreements, 
and (highly importantly) the interaction between the two will encour¬ 
age investments in firm-specific skills. In other words, these institutions 
will act as incentives for workers to stay with their current employer. 
Therefore, a clear prediction of the varieties of capitalism paradigm is 
that the presence of a works council and a sectoral collective agreement - 
especially if both are present within the same workplace - will decrease 
the likelihood that firms will complain that they suffer from a loss of 
skilled workers. In the analysis, the control variables that were used in 
previous logistic regressions have been included here. 

It is not surprising to see that the quit rate in percentage terms is sig¬ 
nificantly associated with managers' perceptions of the loss of skilled 
employees within their establishment. In other words, the higher the 
quit rate, the more likely it is that managers will agree with the state¬ 
ment that their establishment suffers from a loss of skilled employees. 
This relationship is statistically significant at the 1 per cent level for the 
complete sample that contains all establishments, and it is statistically 
significant at the 5 per cent level for the two reduced samples - that is, 
for the sample that contains only those establishments with between 
21 and 100 employees, and for the one that covers only those work¬ 
places with between 101 and 299 employees. 

The coefficients of the two variables that capture establishment size 
are statistically significant in the complete sample and in the reduced 
sample that includes only those establishments with 101 and 299 
employees. The coefficients are, in most cases positive. This suggests 
that the larger the establishment, the higher the chances are that man¬ 
agers will agree with the proposition that the establishment suffers from 
a loss of skilled workers. This is somewhat surprising, as, intuitively, it 
might be expected that larger companies will be able to offer their 
employees more - both in terms of remuneration and career prospects. 
Therefore, skilled workers should be less likely to leave. 

The fact that, in many instances, managers in larger firms are more 
likely than those in smaller ones to agree with the suggestion that their 
company suffers from a loss of skilled employees may help to explain 
some of the results already seen. For instance, as noted in Chapter 4, 
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Table 5.4 Institutions and the loss of skilled workers 


Variable 

All 

establish¬ 

ments 

Establishments 
with 21-100 
employees 

Establishments 
with 101-299 
employees 

Constant 

-2.883* 

-3.2691 

0.895 

Sectoral collective agreement 

-0.202 

0.176 

-0.717 

(Dummy: 1 = yes) 

Works council 

0.155 

-0.269 

-0.539 

(Dummy: 1 = yes) 

Interaction term: works 

-0.353 

-0.878 

0.466 

council and collective 
agreement 

Employment size 

o.ooit 

0.071 

-0.035t 

(number of employees, 

June 2000) in manufacfuring 
secfor 

Employment size squared 

o.ooot 

-0.001 

o.ooot 

Quit rate in % 

0.057* 

0.095t 

0.140t 

Female (% female) 

0.005 

-0.010 

-0.015 

Skilled (% skilled workers) 

-0.004 

-0.009 

-0.008 

Part time (% part time) 

-0.023t 

-0.009 

0.013 

Profit sharing 

0.437* 

0.660 

0.317 

(Dummy 1 = yes) 

Wages above sectoral 

0.231 

0.574 

0.129 

agreement rates? 

(Dummy: 1 = yes) 

High profitability 

-0.181 

-0.529 

-0.391 

(Dummy: 1 = very good 
or good) 

Technical state of equipmenf 

-0.184 

-0.251 

0.210 

(Dummy: 1 = stafe of the art) 
Branch plant/subsidiary 

-0.056 

0.427 

-0.564 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

0.210 

-0.434 

0.538 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Yes* 

Yes 

Yes* 

N 

1,495 

383 

457 


Note: *, t, and denote statistical significance at the 1%, 5%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 
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many companies in industries with high export ratios pay their workers 
at rates above those in the relevant sectoral collective agreement, even 
though they are covered by that agreement. As larger establishments are 
likely to have higher export ratios, this may suggest that higher wages 
are being used as a means by which to retain and recruit workers with 
the necessary skills. This desire may also help to explain another sur¬ 
prising result in Table 5.4. The dummy variable that captures the pres¬ 
ence of profit-sharing scheme in the establishment is, in the complete 
sample, statistically significant at the 1 per cent level. The coefficient is, 
however, positive. This indicates that the presence of a profit-sharing 
scheme is positively associated with managers agreeing with the state¬ 
ment that the establishment suffers from a loss of skilled workers. In 
other words, the presence of a profit-sharing scheme is linked to an 
increased likelihood that managers will think that their establishment 
suffers from a loss of skilled workers. 

The nature of logistic regressions means that they cannot provide evi¬ 
dence on causality. It would, therefore, be incorrect to argue that profit- 
sharing schemes lead to skilled workers quitting. Logistic regressions do, 
however, reveal associations. It may well, therefore, be the case that those 
establishments that suffer from a loss of skilled employees decide to imple¬ 
ment profit-sharing schemes as a means by which to retain key employees. 
Although the data here cannot offer direct evidence that many establish¬ 
ments are attempting to contend with issues of skilled-staff retention by 
offering them the possibility to gain from profit-sharing schemes, it does 
provide indirect evidence that this is occurring. This possibility has impor¬ 
tant ramifications for the varieties of capitalism paradigm (see below). 

Similarly, establishments may have changed their production strategies 
so that they can rely more on part-time workers; this may have entailed 
redesigning jobs, so that part-timers can carry out tasks that are less skilled 
than those done by full-time workers. (In the complete sample, the higher 
the percentage of part-time workers, the lower the likelihood that man¬ 
agers will think that their establishments suffer from the loss of skilled 
workers.) The possibility that production strategies have been changed so 
that establishments rely more on part-time workers raises potential prob¬ 
lems for the varieties of capitalism approach. The structuralist assump¬ 
tions, which were outlined in Chapter 2, that underpin many of the 
varieties of capitalism arguments do not appear, therefore, to take into 
consideration the room for manoeuvre that managers have in adapting 
their production strategies to their needs. In short, structures might influ¬ 
ence the strategies of companies to a lesser extent than they are assumed 
to within the varieties of capitalism paradigm. 
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Furthermore, the results of the logistic regression shown in Table 5.4 
offer little support to the varieties of capitalism framework. None of the 
three key variables - that is, the works council dummy, the sectoral 
agreement dummy and the interaction term between the two - is statis¬ 
tically significant in any of the logistic regressions shown in Table 5.4. 
This strongly suggests that the possibility that these three variables are 
not associated with the outcome variable cannot be ruled out. In other 
words, the three key explanatory variables are not linked in any way - 
either positively or negatively - with managers' perceptions of the loss 
of skilled workers. Obviously, the varieties of capitalism approach would 
expect all three variables to reduce the likelihood that managers will 
complain of a loss of skilled workers. The evidence, therefore, tells 
against the varieties of capitalism paradigm. 

'Difficulties in recruiting skilled workers' 

If the varieties of capitalism paradigm expects works councils, sectoral 
collective agreements, and the interaction between the two to ease 
retention problems, these institutions can also be expected to facilitate 
the recruitment of skilled workers. To put it another way, managers in 
those workplaces that have a works councils and that are covered by a 
sectoral collective agreement should, if the varieties of capitalism para¬ 
digm is correct, be the least likely to agree with the statement that their 
establishment has 'difficulties in recmiting skilled workers' {Schwierigkeiten 
Fachkrdfte zu bekommen). 

Table 5.5 shows the results of a logistic regression in which the 
(dichotomous) response variable was agreement or disagreement with 
the proposition that the establishment had difficulties recruiting skilled 
employees. Once again, the proposition did not distinguish between 
those employees with firm-specific, industry-specific, or general skills. 
However, the arguments within the varieties of capitalism paradigm 
would suggest that workers with firm-specific skills would prefer to be 
employed in establishments that have a works council and that are cov¬ 
ered by a sectoral collective agreement. In the analysis, the same control 
variables have been used as in previous logistic regressions. 

The results of the logistic regression provide some relatively weak 
evidence to support the varieties of capitalism framework. For instance, 
the sectoral collective agreement dummy is statistically significant at 
the 5 and 10 per cent levels in, respectively, the complete sample 
and the reduced sample for those workplaces with between 21 and 
100 employees. The coefficients are, moreover, in both cases negative. This 
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Table 5.5 Institutions and difficulties in recruiting skilled workers 


Variable 

All 

establish¬ 

ments 

Establishments 
with 21-100 
employees 

Establishments 
with 101-299 
employees 

Constant 

-0.840t 

-0.589 

-2.553$ 

Sectoral collective agreement 

-0.589t 

-0.659J: 

0.256 

(Dummy: 1 = yes) 

Works council 

0.028 

-0.492 

0.265 

(Dummy: 1 = yes) 

Interaction term: works council 

0.349 

0.372 

-0.857 

and collective agreement 
Employment size (number of 

0.000 

-0.037 

0.016 

employees, June 2000) in 
manufacturing sector 
Employment size squared 

0.000 

0.000 

0.000 

Quit rate in % 

0.027 

0.047 

0.076 

Female (% female) 

0.005 

-0.003 

0.003 

Skilled (% skilled workers) 

-0.002 

-0.003 

0.006 

Part time (% part time) 

-0.018* 

-0.001 

-0.007 

Profit sharing 

0.685* 

0.551 

-0.078 

(Dummy: 1 = yes) 

Wages above sectoral 

0.414* 

0.254 

0.638$ 

agreement rates? 

(Dummy: 1 = yes) 

tiigh profitability (Dummy: 

0.450* 

0.593t 

0.597$ 

1 = very good or good) 
Technical state of equipment 

-0.092 

0.276 

-0.259 

(Dummy: 1 = state of the art). 
Branch plant/subsidiary 

-0.150 

-0.389 

-0.288 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

0.443* 

0.579$ 

0.485 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Yes* 

Yes* 

Yes$ 

N 

1,495 

383 

457 


Note: *, t, and :j: denote statistical significance at the 1%, S%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 


suggests that managers in establishments with sectoral collective 
agreements are less likely to agree with the statement that the workplace 
suffers difficulties in recruiting skilled workers than those managers in 
establishments without an industry-wide collective agreement. 
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However, this explanatory variable is (in two instances) the only one 
of the three key variables that is statistically significant. This suggests 
that there is no relationship between two of the three key variables and 
the outcome variable. In other words, two of the three key explanatory 
variables are not linked in any way - either positively or negatively - 
with managers' perceptions of difficulties in attracting skilled workers. 
Obviously, the varieties of capitalism approach would expect all three 
variables to reduce the likelihood that managers experience difficulties 
in recruiting skilled employees. 

Some of the other results in the table also warrant attention. For 
instance, it is interesting to note that, in all three of the samples, the 
high profitability dummy is statistically significant. In the complete 
sample, it is significant at the 1 per cent level and, in the two reduced 
samples, at the 5 per cent level. The signs in all three cases are positive. 
This suggests that highly profitable establishments experience difficul¬ 
ties recruiting skilled employees. This is somewhat surprising as, ordi¬ 
narily, it could be expected that highly profitable companies should be 
able to offer (prospective) employees stable employment into the future. 
They should, therefore, have little difficulty in recmiting skilled employees. 
Yet, this does not appear to be the case. 

This does, however, indicate that establishments in Germany do expe¬ 
rience problems in recruiting staff, even if the establishment is highly 
profitable. This may, therefore, suggest that firms may implement meas¬ 
ures that attempt to overcome these difficulties. Other evidence in the 
table suggests that firms may well be seeking ways to overcome this 
problem. For example, for the complete sample and for the reduced 
sample of workplaces with between 101 and 299 employees, the dummy 
variable that indicates whether or not employees in the establishment 
are paid at rates above those in the relevant sectoral collective agree¬ 
ment are statistically significant. The signs of the coefficients are posi¬ 
tive. Although this may suggest that overpaying workers may lead 
managers to complain that they have difficulties in recruiting skilled 
employees, it may also be an indication that those establishments that 
experience difficulties in attracting such workers have increased the 
wage rates of their employees in order to overcome this difficulty. This 
possibility may also help to explain a similar result for establishments in 
the complete sample that have profit-sharing schemes in place. This 
explanation would appear to be further supported by the fact that, for 
the complete sample, managers in workplaces in western Germany are 
more likely than managers in eastern Germany to agree with the statement 
that their establishment has difficulties attracting skilled employees. 
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This may, once again, indicate problems that firms in Germany are 
experiencing in recruiting appropriately skilled personnel. If they are 
faced with such difficulties, it may well be appropriate for companies to 
implement policies that seek to overcome them. The evidence, there¬ 
fore, suggests that the variation in the strategies of different actors is 
substantial even though those actors operate within the same broad 
institutional environment. 

A further interpretation of the positive association between high prof¬ 
itability and difficulties in recruiting skilled workers focuses on the pro¬ 
duction strategies that firms implement. For instance, in order to 
achieve high profitability, establishments may introduce institutions, 
the presence of which is not foreseen in the varieties of capitalism para¬ 
digm. For instance, the varieties of capitalism paradigm assumes that 
companies in Germany will tend to pursue production strategies based, 
first, on a long-term perspective and, second, on harmonious relations 
with workers and their representatives. However, in attempting to 
achieve high profitability, some establishments may be tempted into 
pursuing short-term production strategies that rely on a more con¬ 
frontational approach to labour. Such a strategy may, however, create 
problems for establishments in recruiting skilled workers. 

'Too few employees' 

In more general terms, if works councils and sectoral collective agree¬ 
ments as well as the interactions between the two make, as the varieties 
of capitalism paradigm contends, employment more attractive, man¬ 
agers in workplaces with these institutions should not perceive their 
establishment to suffer from a dearth of employees {Personalmangel). 
Neo-liberal critics of such institutions may, on the other hand, argue 
that works councillors, by engaging in rent-seeking behaviour, will seek 
to limit employment growth within the establishment. This would have 
the effect of strengthening the position of insiders. Neo-liberals are also 
likely to argue that industry-wide collective agreements, by increasing 
wage costs to, in their view, unsustainable levels, may reduce the likeli¬ 
hood of firms employing workers. In other words, in this view, both 
institutions may limit employment growth within establishments. This 
may lead managers in workplaces with a works council and a sectoral 
collective agreement to think that their establishments have too few 
employees. 

Table 5.6 shows the results of a logistic regression that uses managers' 
perceptions of this issue as the outcome variable. The same control 
variables as in the previous logistic regressions have been used. There is 
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Table 5.6 Institutions and insufficient employees 


Variable 

All 

establishments 

Establishments 
with 21-100 
employees 

Establishments 

with 101- 
299 employees 

Constant 

-2.82S* 

-20.529 

-2.490 

Sectoral collective agreement 

-0.680t 

-0.702 

-0.234 

(Dummy: 1 = yes) 

Works council 

-0.251 

-0.980t 

-0.475 

(Dummy: 1 = yes) 

Interaction term: Virorks council 

0.274 

0.381 

0.054 

and collective agreement 
Employment size (number 

0.000 

-0.022 

0.001 

of employees, June 2000) in 
manufacturing sector 

Employment size squared 

0.000 

0.000 

0.000 

Quit rate in % 

0.068* 

0.109* 

0.145* 

Female (% female) 

0.002 

-0.005 

-0.015 

Skilled (% skilled workers) 

-0.004 

-0.011 

-0.010 

Part time (% part time) 

-0.002 

0.019 

0.022 

Profit sharing (Dummy: 1 = yes) 

0.061 

-0.566 

0.192 

Wages above sectoral 

0.380t 

0.589 

-0.062 

agreement rates? 

(Dummy: 1 = yes) 

High profitability 

0.332t 

-0.644f 

0.424 

(Dummy: 1 = very good or good) 
Technical state of equipment 

-0.124 

0.701t 

-0.316 

(Dummy: 1 = state of the art) 
Branch plant/subsidiary 

-0.092 

0.430 

-0.337 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

o.eoit 

0.371 

0.480 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Vest 

Yes 

Vest 

N 

1,495 

383 

457 


Note: *, t, and $ denote statistical significance at the 1%, 5%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 


some evidence to support the varieties of capitalism approach. Most of 
the coefficients of the three key variables - the works council dummy, 
the sectoral collective agreement dummy, and the interaction term 
between the two - are statistically insignificant across the three regres¬ 
sions. Where the coefficients are statistically significant, they are nega¬ 
tive. This suggests that neither works councils nor sectoral collective 
agreements nor the interaction between them is positively associated 
with an increase in the likelihood that managers will agree with the 
statement that their workplace has too few employees. This supports the 
varieties of capitalism approach, which argues (implicitly) that these 
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three variables will not have a detrimental effect on staffing levels 
within establishments. Moreover, for the complete sample, if an estab¬ 
lishment is covered by a sectoral collective agreement, the likelihood 
that managers in that establishment will agree with the statement that 
the workplace has too few employees decreases. This association is sta¬ 
tistically significant at the 5 per cent level. For the reduced sample of 
establishments with between 21 and 100 employees, the presence of a 
works council, similarly, reduces the chances that managers will com¬ 
plain that their workplace has too few employees. This relationship is 
statistically significant at the 10 per cent level. The fact that none of the 
coefficients (of the three key variables) that are statistically significant is 
positive obviously calls into question neo-liberal criticisms of works 
councils and industry-wide collective agreements. In other words, there 
is no evidence in Table 5.6 to support claims that either works councils 
or industry-wide collective agreements will be used to limit employment 
growth in order to protect 'insiders' at the expense of 'outsiders'. (See 
Chapter 2 for a more extensive discussion of this issue.) 

Of the other variables in Table 5.6 that are statistically significant, it is, 
perhaps, not surprising to see that, in all three of the logistic regressions 
shown in that table, the higher the quit rate, the greater the chances are 
that managers will perceive their workplaces to have too few employees. 
This association is statistically significant at the 1 per cent level in all 
three of the regressions. Whilst this result is not unexpected, it does lend 
validity to the other results presented here. In the complete sample, it is, 
however, somewhat surprising to see that managers in those establish¬ 
ments that pay their workers at rates higher than those in the relevant 
sectoral collective agreement are - compared to those in workplaces 
whose wage rates do not exceed the rates in the collective agreement - 
more likely to think that their workplace has a dearth of employees. As 
already noted, however, logistic regressions cannot provide information 
on causality, though, they can, of course, reveal associations. Therefore, 
this evidence should not be interpreted to mean that higher wage rates 
lead to a shortage of employees but, rather, that those workplaces with a 
dearth of employees may well increase their wage rates in an attempt to 
overcome this problem. 

This interpretation of the data is also supported by the fact that those 
establishments in western Germany, where competition for workers is, 
as shown in Table 5.1, more pronounced than it is in eastern Germany, 
are likely to be in situations in which their managers think that there are 
too few workers in their workplaces. Although this evidence does not 
directly call into question any of the specific implications of the varieties 
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of capitalism approach, it does provide indirect evidence that suggests, 
first, that the competition amongst firms for personnel is greater than it 
is assumed to be within that approach, second, that institutions may 
play less of a role in making employment within an establishment 
attractive, and, finally, that firms are having to introduce policies, such 
as increased wages, which the varieties of capitalism approach largely 
overlooks, in an attempt to overcome these problems. This illustrates 
the potential - that is largely ignored in the varieties of capitalism 
approach - that actors have to shape their environment. 

In the complete sample, the only other variable that is statistically 
significant (at the 5 per cent level) is the high profitability dummy. This 
indicates that highly profitable workplaces are more likely to suffer from 
a shortage of workers than less profitable ones. This is not a surprising 
result. It is, however, surprising to see that the same variable has a nega¬ 
tive value in the reduced sample of establishments with between 21 and 
100 employees. This suggests that managers in highly profitable estab¬ 
lishments are less likely to think that their establishment has a shortage 
of workers than their counterparts in less profitable workplaces. The 
other variable that is, for the reduced sample of establishments with 
between 21 and 100 employees, statistically significant (again at the 10 
per cent level) is the dummy to capture those establishments in which 
the equipment is state of the art. This result can be explained intuitively. 
It suggests that relatively small workplaces that have highly advanced 
equipment may find it difficult to attract employees with the necessary 
skills to operate that equipment. 

'Employees are insufficiently motivated' 

The varieties of capitalism paradigm does not specify how works coun¬ 
cils, industry-wide collective agreements and the interaction between 
the two will influence employees' motivation. However, clear corollaries 
of their arguments are, first, that these institutions will not have a detri¬ 
mental effect and, second, that they are, indeed, likely to have a positive 
effect. Therefore, relatively clear predictions based on the arguments in 
the varieties of capitalism paradigm can be made on this issue, despite 
the lack of an explicit treatment of this subject area in that literature. It 
is an important area to examine as neo-liberal critics of these institu¬ 
tions argue, along the lines noted in Chapter 2, that they are likely to 
'insulate' employees from the negative consequences of any opportunis¬ 
tic behaviour that they might engage in. Therefore, insufficiently moti¬ 
vated employees may be less cautious about revealing such sentiments 
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at work if they believe that the presence of a works council protecfs 
them against any punitive actions by management. 

Table 5.7 provides the results of a logisfic regression in which man¬ 
agers' dichotomous responses on this issue form fhe oufcome variable. 
The same control variables are used in this logistic regression as in pre¬ 
vious ones. As can be seen from the table, there is some evidence to sup¬ 
port the views put forward in the varieties of capitalism literature. For 
instance, the interaction term designed to capture any complementari¬ 
ties between works councils and industry-wide collective agreements is 
negative and statistically significant at the 5 per cent level in the regres¬ 
sion for the complete sample and for fhe reduced sample thaf covers 
only those establishments with between 21 and 100 employees. This 
indicates that managers, if fhey work in an esfablishmenf thaf has a 
works council and thaf is covered by a secforal collecfive agreement, are 
less likely to state that their employees are insufficiently motivated than 
those managers who are employed in workplaces that do not have both 
of these institutions. In other words, the presence of a works council and 
a sectoral collective agreement - far from encouraging workers fo engage 
in opporfunistic or rent-seeking behaviour - does not have a detrimental 
effect on employees' motivation. Indeed, this variable is one of only two 
variables that are negatively associated with the outcome variable. The 
other is the dummy variable that covers highly profitable workplaces, 
which is statistically significant at the 10 and 5 per cent levels in, respec¬ 
tively, the complete sample and in the reduced sample that covers only 
those establishments with between 101 and 299 employees. 

Two other variables are statistically significant. These are, however, 
positively associated with the outcome variable. One of these variables is 
the percentage quit rate. As this increases, the likelihood that managers 
will agree with the statement that workers in their establishment are 
insufficiently motivated increases. This variable is statistically signifi¬ 
cant at the 1 per cent level in the complete sample and in the reduced 
sample of establishmenfs that have 21 to 100 employees. It is not sur¬ 
prising that quit rates and managers' perceptions of employees being 
insufficienfly motivated are associated. If employees are unsatisfied with 
their employment, they are likely to be poorly motivated and are likely 
to quit if fhey can. 

The other variable that is statistically significant - this time across all 
three logistic regressions - is the dummy to distinguish between those 
workplaces in western and those in eastern Germany. This variable is, for 
fhe complefe sample and for fhe reduced sample of establishments with 
between 21 and 100 employees statistically significant at the 1 per cent 
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Table 5.7 Institutions and 'insufficiently motivated employees' 


Variable 

All 

establish¬ 

ments 

Establishments 
with 21-100 
employees 

Establishments 
with 101-299 
employees 

Constant 

-2.330* 

-4.173* 

0.786 

Sectoral collective agreement 
(Dummy: 1 = yes) 

0.257 

0.498 

-0.123 

Works council 
(Dummy: 1 = yes) 

-0.274 

-0.043 

-0.642 

Interaction term: works 
council and collective 
agreement 

-0.845t 

-1.444t 

-0.810 

Employment size 
(number of employees, 

June 2000) in manufacturing 
sector 

0.000 

0.022 

-0.021 

Employment size squared 

0.000 

0.000 

0.000 

Quit rate in % 

0.051* 

0.088* 

-0.030 

Female (% female) 

0.003 

-0.007 

-0.013 

Skilled (% skilled workers) 

0.003 

0.008 

-0.002 

Part time (% part time) 

-0.017 

-0.012 

-0.010 

Profit sharing 
(Dummy: 1 = yes) 

0.165 

-0.273 

0.169 

Wages above sectoral 
agreement rates? 

(Dummy: 1 = yes) 

-0.282 

-0.542 

-0.434 

High profitability 
(Dummy: 1 = very good or 
good) 

-0.350* 

0.072 

-1.003t 

Technical state of equipment 
(Dummy: 1 = state of 
the art) 

-0.359 

0.139 

-0.472 

Branch plant/suhsidiary 
(Dummy: 1 = branch or 
subsidiary) 

-0.032 

-0.145 

0.205 

West-east dummy 
(1 = western Germany; 

0 = eastern Germany) 

1.141* 

1.580* 

1.898t 

Industry dummies 

Yes 

Yes 

Yes 

N 

1,495 

383 

457 


Note-. *, t, and f denote statistical significance at the 1%, 5%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 
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level. For the other reduced sample of estahlishments, it is statistically 
significant at the 5 per cent level. The variable indicates that managers 
in workplaces in western Germany are more likely to complain that 
their employees are poorly motivated than those managers in establish¬ 
ments in eastern Germany. This is in line with previous results seen in 
this chapter. For instance, for the complete sample and for the reduced 
sample of establishments with between 21 and 100 employees, quit 
rates are significantly higher in western Germany than they are in east¬ 
ern Germany, and it is also significantly more difficult for these two 
groups to attract skilled employees. This may indicate, first, that com¬ 
pared to employees in eastern Germany, it is relatively easy for workers 
to move from one job to another in western Germany and, second, that 
there may be a dearth of skilled employees. Both of these factors may 
reduce employees' motivation as they may know that, in relative terms, 
their jobs are reasonably safe. 

'High wage costs' 

Once again, although the varieties of capitalism paradigm does not 
comment directly on how key institutions, such as works councils and 
sectoral collective agreements, are expected to influence the outcome 
examined here - managers' perceptions of wage costs - a corollary of the 
arguments within that framework is that these institutions will not have 
a detrimental effect on wage costs. In other words and implicitly draw¬ 
ing on the work of Levine and Tyson (1990) and Freeman and Lazear 
(1995), the varieties of capitalism framework does not anticipate that 
either works councils or sectoral collective agreements will push up 
wage costs. This stands in stark contrast to recent criticisms of both of 
these institutions. In the case of works councils, neo-liberals have both 
argued theoretically and assessed empirically the possibility that works 
councillors, by engaging in rent-seeking behaviour, are able to increase 
wage rates (see, for instance, Addison etal., 2001). (This line of criticism 
does, however, have a long pedigree; see, for example, FitzRoy and 
Kraft, 1985. For a broader critique of works councils, see Kommission 
Mitbestimmung, 2004.) In the case of industry-wide collective agree¬ 
ments, neo-liberals have argued, sometimes implicitly, that these give 
too much power to unions, who then use this power to push through 
higher wage demands than they would otherwise be able to achieve (see, 
for instance, Bispinck, 2003). (See also, more generally. Funk, 2000; Gerlach 
and Stephan, 2005; Lindbeck and Snower, 1988, 2002; Ochel, 2005.) It 
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would, therefore, appear to be both reasonable and important to assess 
the links between, on the one hand, works councils, sectoral collective 
agreements, and the interaction between the two and managers' percep¬ 
tions of wage costs, on the other. 

This issue has, to be sure, been examined before in some of the studies 
noted above. However, those studies tend to rely on quantitative data - that 
is, the average wage rate per employee - even if this is sometimes crudely 
calculated (see, for instance, Hiibler and Jirjahn, 2003). It will be argued 
here, however, that managers' perceptions of wage costs are a more suit¬ 
able indicator of whether or not labour costs are too high. For instance, 
some highly profitable establishments and those that have, as seen 
above, difficulties finding appropriately skilled staff may wish to increase 
the wages that they pay their employees in order either to motivate, 
retain, or recruit workers. Therefore, wage rates in such establishments - 
although higher in quantitative terms than the rates in other workplaces - 
may not represent a 'burden' to them. In other words, in those studies 
that are based on quantitative measures of wage rates, it is implicitly 
assumed that the higher the wage rate, the greater the burden on com¬ 
panies. This is, however, likely to be an oversimplification of reality. 

Table 5.8 shows the results of a logistic regression in which the 
dichotomous outcome variable is managers' agreement or disagreement 
with the statement that their establishment has 'too high wage costs' 
{hohe Lohnkosten). The control variables are unchanged from previous 
logistic regressions. As noted above, in the varieties of capitalism 
approach, it is implicitly presumed that works councils, sectoral collec¬ 
tive agreements, and the interaction between the two will not have a 
detrimental effect on wage costs. This view is supported by the evidence 
in Table 5.8. As can be seen, none of the three key variables is statisti¬ 
cally significant in any of the regressions. This suggests that there is no 
relationship between these three variables and managers' perceptions of 
wage costs. This view is supported by other quantitative studies (see, for 
instance, Schedlitzki, 2002; though cf. Addison et ah, 2001). Such 
evidence does, however, indicate that some of the neo-liberal criticisms 
of these institutions are misplaced. There would appear to be no 
grounds to suggest that either works councils or sectoral collective agree¬ 
ments or the interaction between the two lead to, from managers' point 
of view, excessive wage costs. 

In the complete sample, there are three variables that are statistically 
significant. The variable that captures skilled workers as a percentage of 
the total workforce is significant at the 5 per cent level. It is positive. 
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Table 5.8 Institutions and too 'high wage costs' 


Variable 

All 

establish¬ 

ments 

Establishments 
with 21-100 
employees 

Establishments 
with 101- 
299 employees 

Constant 

-0.331 

-0.701 

-0.601 

Sectoral collective agreement 

0.293 

0.104 

0.622 

(Dummy: 1 = yes) 

Works council 

0.164 

-0.012 

-0.031 

(Dummy: 1 = yes) 

Interaction term: works 

-0.407 

-0.470 

-0.631 

council and collective 
agreement 

Employment size (number of 

0.000 

-0.033 

0.013 

employees, June 2000) 
in manufacturing sector 
Employment size squared 

0.000 

0.000 

0.000 

Quit rate in % 

-0.025 

-0.001 

-0.049 

Female (% female) 

0.002 

0.006 

-0.005 

Skilled (% skilled workers) 

0.006t 

0.009 

0.005 

Part time (% part time) 

-0.005 

0.005 

-0.010 

Profit sharing 

0.043 

-0.366 

-0.140 

(Dummy: 1 = yes) 

Wages above sectoral 

0.158 

0.051 

0.262 

agreement rates? 

(Dummy: 1 = yes) 

Eligh profitability 

-0.456* 

-0.109 

-0.355* 

(Dummy: 1 = very good or 
good) 

Technical state of equipment 

-0.322t 

-0.070 

-0.328 

(Dummy: 1 = state of the art) 
Branch plant/subsidiary 

-0.190 

-0.697* 

-0.085 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

0.190 

0.760t 

0.018 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

YesJ: 

Yes 

Yes* 

N 

1,495 

383 

457 


Note: *, t, and :j: denote statistical significance at the 1%, S%, and 10% level respectively. 
Source: lAB Establishment Panel, 2000. 


which indicates that the higher the percentage of skilled workers, the 
greater the chances are that managers will agree with the statement that 
wage costs in their establishment are too high. This is, perhaps, not sur¬ 
prising. As aiready seen, some workplaces have difficulties attracting 
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skilled employees; therefore, it may be possible for those skilled employ¬ 
ees in such establishments to exploit their relatively powerful position. 
This may result in them receiving wages that are higher than they would 
do if skilled workers were more readily available. 

The second variable in the complete sample that is statistically 
significant - this time at the 1 per cent level - is the high profitability 
dummy. This has a negative sign, which indicates that managers in 
highly profitable workplaces are less likely to think that the wage costs 
are too high. This vindicates the approach taken here, as it suggests that 
any 'wage burden' is likely to depend upon the economic circumstances 
of individual establishments. It, therefore, calls into question other 
studies that have relied predominantly on quantitative data. 

The final variable that is, for the complete sample, statistically 
significant - once again at the 5 per cent level - is the dummy that clas¬ 
sifies the technical state of the establishment's equipment. This dummy 
takes the value of 1 if managers assess the equipment as being state of 
the art. As the coefficient of this variable is negative, it indicates that 
managers in establishments in which the equipment is state of the art 
are less likely to agree with the suggestion that wage costs in their estab¬ 
lishment are too high. One interpretation of this result is that establish¬ 
ments with state-of-the-art equipment may have replaced labour with 
capital as a means by which to reduce their wage costs. Once again, this 
interpretation opens up the possibility that the strategic options that are 
available to managers are greater than they are assumed to be in the vari¬ 
eties of capitalism paradigm. 

For the reduced sample of establishments with between 21 and 100 
employees, only two variables are statistically significant. The first of 
these is the branch plant dummy. This takes the value of 1 if the estab¬ 
lishment is a branch plant; if it is a headquarters or an independent 
single-establishment company, it takes the value of 0. It is statistically 
significant at the 10 per cent level, and the coefficient is negative. This 
suggests that the managers in branch plants, compared to those in head¬ 
quarters or single-plant companies, are less likely to think that their 
establishments have high wage costs. This may reflect the high salaries 
of some white-collar staff who work in headquarters and in single-plant 
companies. The second variable, in the reduced sample of establish¬ 
ments with between 21 and 100 employees, that is statistically signifi¬ 
cant (at the 5 per cent level) is the dummy that provides information on 
the location of the establishment. Managers in workplaces in western 
Germany are more likely to think that their establishment's wage costs 
are too high. This is surprising as ordinarily it might be presumed that 
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managers in establishments in eastern Germany would be more likely to 
agree with the statement that wage rates in their workplace are too high. 
The reason for this is that wage rates there are similar to those in western 
Germany but productivity levels are lower. 

For the reduced sample of establishments with between 101 and 299 
employees, there is only one statistically significant variable. It is the 
high profitability dummy and, as in the regression for the complete 
sample, it is negative. It is statistically significant at the 10 per cent level. 
As already noted, it is not surprising that employers in highly profitable 
establishments are less likely to think that the wage costs in their work¬ 
place are too high. This result is, however, further vindication of the 
approach adopted here, which, unlike many previous studies, has used 
managers' perceptions of any 'wage burden' rather than the absolute 
wage costs per employee. It also raises issues about how wage costs and 
high profitability are connected. One possible explanation for the nega¬ 
tive link between high profitability and perceptions of wage costs is that 
establishments that have become highly profitable may have, initially, 
adopted strategies that were designed to lower their wage costs. One way 
of achieving lower wage costs may have been to threaten workers and 
their representatives with the relocation of production abroad. Although 
it is not possible to say if such threats have been issued (as the relevant 
data are not available in this data set), such a possibility does raise the 
issue of how managers interact with their environment. In other words, 
managers can, to a certain extent, adapt that environment to their ends. 
However, the range of feasible strategic options that are open to them is 
shaped by that environment. 

High profitability 

Critics of Germany's labour-market institutions do not just focus on 
their effects on wages: a further criticism of works councils (Addison etal., 
2001) and sectoral collective agreements (BDA, 2003) is that they can 
reduce profitability. In the case of the former, works councils, it is con¬ 
tended, abuse their powers by engaging in rent-seeking behaviour. This 
is done in order to obtain either financial or nonpecuniary benefits for 
workers. The former can, for instance, take the form of 'grade drift' 
(Addison etal., 2001); the latter, improved workplace facilities. As set out 
in detail in Chapter 2, many of the neo-liberal criticisms of works coun¬ 
cils and sectoral collective are based on the notion that these institu¬ 
tions (unjustifiably) redistribute power away from managers to workers 
or their representatives. This power is then used by workers or their 
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representatives to make gains that they would otherwise not be able to 
obtain. These gains can be pecuniary or non-pecuniary. As already seen, 
the argument that works councils and sectoral collective agreements 
increase the wages of workers is not supported by the evidence here. 
Critics could, however, still argue that these institutions (especially works 
councils) may increase the share of the firm's surplus that goes to workers - 
even if it is not in a pecuniary form - and, therefore, that the firm's 
profits are likely to suffer as a result. Moreover, critics of works councils 
point out that - even if works councils do not lead to changes in the way 
the firm's surplus is distributed - there are costs involved in establishing 
and running them. These costs are said to represent a financial burden on 
companies (Addison et al., 2004; Kommission Mitbestimmung, 2004; 
Regalia, 1995) and will be detrimental to firms' profits. 

These criticisms are, however, rejected by exponents of the varieties of 
capitalism approach. Implicitly building upon the work of Levine and 
Tyson (1990) and Freeman and Lazear (1995), those who espouse the 
varieties of capitalism paradigm do not even consider the possibility 
that works councils and sectoral agreements may have an adverse effect 
on the profitability of firms. Indeed, in arguments that have much in 
common with some of those made within the varieties of capitalism par¬ 
adigm, Freeman and Lazear (1995) have contended that the presence of 
works councils and sectoral collective agreements should increase firms' 
profitabilities. The first of these institutions should help to improve pro¬ 
ductivity, and the second should help to limit rent seeking by works 
councillors, as wage negotiations are, effectively, removed from 
the company or establishment level to the industry level. In this view, 
then, complementarities between works councils and sectoral collective 
agreements should, at the very least, mean that firms' profitabilities are 
not adversely affected. 

Most studies show a negative association between the presence of a 
works council and profitability (Addison et al, 1997, 1998, 2000, 2001; 
Dilger, 1997, 1999, 2002; Hiibler and Jirjahn, 2001; though cf. Jirjahn, 
1998). This might appear to lend support to neo-liberal critiques of the 
works council system that, despite the division between negotiations on 
issues of production and distribution in many establishments in 
Germany, works councils may be able to redistribute some of the firm's 
surplus to workers. However, the average works council effect may 
obscure some systematic differences. Evidence suggests that sectoral 
collective agreements may help to reduce any rent-seeking behaviour by 
works councillors (Hiibler and Jirjahn, 2003). This indicates that critiques 
of works councils and sectoral collective agreements that focus on a 
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supposed lack of flexibility to respond to local conditions (Freeman and 
Gibbons, 1995; Streeck and Hassel, 2003) overlook the fact that the 
interaction between collective agreements and works councils may 
make a positive contribution to the performance of firms. The possible 
interaction between works councils and sectoral collective agreements is 
further supported by evidence that indicates that any negative works 
council effect disappears when employers co-operate with works coun¬ 
cils beyond the legally prescribed remit in changes to technological and 
work organization (Dilger, 2002). 

As noted at the outset of this chapter, criticisms of works councils and 
sectoral collective agreements are often thought to apply a fortiori to 
small and medium-sized enterprises. This is one of the reasons why all 
the regressions in this chapter have been carried out for the complete 
sample and for the two reduced samples. One of the main points in the 
neo-liberal critique of the German system of works councils is that they 
impact particularly negatively on the performance of small firms, as 
works councils provide too large a mandate for workers' representatives. 
This is said to be too onerous for such firms. However, the empirical evi¬ 
dence on a possible size effect is inconclusive. In terms of profitability, 
some studies show that the average negative effect holds across estab¬ 
lishments of different sizes (Dilger, 2002). Other studies have shown 
that a strongly negative association between works councils and prof¬ 
itability for the complete sample becomes a modestly negative one for 
establishments with between 21 and 100 employees (Addison etal., 2001). 
Yet, some of those same authors (Addison et al., 2000) have shown that 
the effects of works councils on firm performance are weakly negative 
for large establishments but strongly so for medium-sized ones. 

The measure of high profitability used here is based on managers' 
perceptions of their establishments' profitability. Although it might be 
argued that subjective measures of this kind are inappropriate, as they 
may not reflect objective profitability, it should, once again, been borne 
in mind that there are advantages to using subjective data. (For a 
detailed discussion of these see Machin and Stewart, 1996, and Robinson 
and Pearce, 1988.) For instance, the respondents may not have direct 
access to objective data and may be unwilling to provide these. This, in 
turn, would severely reduce the number of cases upon which any analy¬ 
sis could be based. Moreover and importantly, managers are likely to act 
on the basis of subjective perceptions of company performance relative 
to their competitors, rather than relying solely on objective perform¬ 
ance data (Guest et al., 2003). Additionally, there is evidence to suggest 
an association between subjective performance evaluations and actual 
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performance (Machin and Stewart, 1996). Such subjective measures of 
firm performance have also been used by other researchers - see, for 
example, Addison etal. (2000). In the lAB survey, managers are asked to 
rate their establishment's profitability. There are five possible responses 
to this question; these are 'very good', 'good', 'satisfactory', 'sufficient', 
and 'insufficient'. If managers rated their establishment as having 'very 
good' or 'good' profitability, the workplace was deemed to be highly 
profitable (dummy variable =1). 

Table 5.9 shows the results of a logistic regression in which this high 
profitability dummy variable forms the dichotomous response variable. 
In contrast to many previous studies, the results shown in Table 5.9 
reveal that there is no statistically significant relationship between 
works councils and high profitability. This suggests that the possibility 
that works councils have no effect on profitability - either positive or 
negative - cannot be ruled out. As mentioned above, critics of sectoral 
collective agreements would expect these to have a detrimental effect on 
the profitability of firms. This expectation is, however, not borne out by 
the evidence in the complete sample and in the reduced sample of estab¬ 
lishments with between 21 and 100 employees. In the reduced sample 
of establishments with between 101 and 299 employees, the sectoral 
collective agreement dummy is statistically significant (at the 1 per cent 
level), and its coefficient is negative. This indicates that, if a workplace 
is covered by an industry-wide collective agreement, the chances that 
managers will perceive their workplace to be highly profitable are reduced. 
This, obviously, supports neo-liberal criticisms of sectoral agreements. 

However, the picture becomes more mixed, if the interaction term 
that has been included in the analysis in order to capture any comple¬ 
mentarities between works councils and sectoral collective agreements 
(such complementarities form a key part of the varieties of capitalism 
paradigm) is also considered. In the reduced sample of establishments 
with between 101 and 299 employees, this interaction term is statisti¬ 
cally significant (at the 10 per cent level), and its coefficient is positive. 
This indicates that, if a workplace is covered by an industry-wide collec¬ 
tive agreement and has a works council, the likelihood that managers 
will regard their workplace as being highly profitable is increased. This 
result supports some of the arguments within the varieties of capitalism 
paradigm that complementarities exist between different institutions. 
The presence of both a works council and a sectoral collective agreement 
should have a greater impact upon the outcome variable than the pres¬ 
ence of either alone. However, this is the only time that this variable is 
statistically significant in any of the three samples used in this logistic 
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Table 5.9 Institutions and high profitability 


Variable 

All 

establish¬ 

ments 

Establishments 
with 21-100 
employees 

Establishments 
with 101- 
299 employees 

Constant 

-0.531 

0.341 

0.785 

Sectoral collective agreement 

0.123 

0.318 

-1.896* 

(Dummy: 1 = yes) 

Works council (Dummy: 1 = yes) 

0.065 

-0.349 

-0.116 

Interaction term: works council 

-0.265 

-0.286 

1.247$ 

and collective agreement 

Employment size 

o.ooot 

-0.037 

-0.014 

(number of employees, June 2000) 
in manufacturing sector 

Employment size squared 

0.000$ 

0.000 

0.000 

Quit rate in % 

-0.029 

-0.017 

-0.115$ 

Female (% female) 

-0.001 

0.011 

-0.003 

Skilled (% skilled workers) 

-0.003 

0.005 

-0.003 

Part time (% part time) 

-0.005 

-0.008 

0.018 

Profit sharing (Dummy: 1 = yes) 

0.289$ 

-0.125 

0.628$ 

Wages above sectoral 

0.141 

0.178 

0.016 

agreement rates? 

(Dummy: 1 = yes) 

Technical state of equipment 

0.668* 

0.661$ 

0.998* 

(Dummy: 1 = state of the art) 

Branch plant/subsidiary 

0.023 

0.269 

0.162 

(Dummy: 1 = branch or 
subsidiary) 

West-east dummy 

-0.179 

-0.542$ 

0.180 

(1 = western Germany; 

0 = eastern Germany) 

Industry dummies 

Yes 

Yes 

Yes 

N 

1,498 

384 

457 


Notes 

1. *, t, and $ denote statistical significance at the 1%, 5%, and 10% level respectively. 

2. The high profitability dummy outcome variable has been created by using managers' 
subjective measures of the profitability of their workplace. If the workplace's profitability was 
'very good' or 'good', it has been deemed to be highly profitable (dummy variable = 1). 

Source: lAB Establishment Panel, 2000. 


regression. One of the fundamental implications of the varieties of cap¬ 
italism paradigm is that complementarities exist between institutions. 
Therefore, those establishments that conform most closely to the type of 
firm that is assumed to be the most common in, in this instance, CMEs 
should have the best performance. Moreover, this should apply to all 
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establishments regardless of the number of employees in the workplace. 
This expectation is not, however, borne out by the evidence. 

Some of fhe ofher results in Table 5.9 also have implications for the 
varieties of capifalism paradigm. For instance, for the complete sample, 
the larger the establishment, the greater the chances that managers will 
perceive it to be highly profitable. This should not be surprising. However, 
fundamental characteristics such as this, that contribute to the varieties of 
firms, are seriously downplayed in the paradigm that focuses more on fhe 
varieties of national capitalisms. More telling, perhaps, is the fact that the 
profit-sharing dummy is statistically significant in two of the samples (in 
the complete sample and in the reduced sample of establishments with 
between 101 and 299 employees). This indicates that managers in those 
workplaces that have introduced a profit-sharing scheme are more likely 
than their counterparts in workplaces in which no such schemes exist to 
perceive their establishment to be highly profitable. 

A corollary of the arguments put forward in fhe varieties of capitalism 
paradigm is that those establishments that conform most closely to the 
type of firm fhat is assumed to be the most common in Germany are 
likely to be the most successful. This success is likely to be reflected in 
higher profitability. However, the institutions within that approach that 
are thought to contribute to that success are largely insignificant. On 
the other hand, institutions that have been set up in establishments by 
managers themselves - that is, profit-sharing schemes - do appear to 
have a positive association with higher profitability. This suggests that 
the varieties of capifalism paradigm may have seriously downplayed the 
importance of actors - that is, employers and managers - and their abil¬ 
ity to innovate. Such innovative behaviour is revealed in managers' abil¬ 
ities to introduce programmes and schemes that are beneficial to the 
company. 

Moreover, the varieties of capitalism approach has tended to focus on 
insfitufions and fhe ways in which these influence the types of skills 
fhat workers are likely to gain. Yet, this may overlook the importance of 
fechnology. For insfance, the most consistent result across all of the 
samples in Table 5.9 is that managers in those workplaces with state-of- 
the-art equipment are more likely than their counterparts in establish¬ 
ments in which the equipment is older to perceive their workplaces to 
be highly profitable. For the varieties of capitalism approach, this sug¬ 
gests that the ways in which institutions affect the state of fhe equip¬ 
ment within workplaces should also be considered. 

As already noted, logistic regressions can only reveal associations. 
Therefore, it is not surprising to see a link between high profitability and 
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state-of-the-art equipment, as those workplaces that are most profitable 
are likely to be those that can invest most in the latest equipment. 
Despite this, the greater emphasis within the varieties of capitalism par¬ 
adigm on the relationship between institutions and employee skills 
should, perhaps, be complemented by a greater appreciation of the way 
in which institutions may affect investments in technology. Such a 
consideration of fhe influence of, say, CME-type institutions on the pro¬ 
vision of technology within establishments might reveal a positive asso¬ 
ciation. At the moment, this issue has tended to be downplayed in the 
relevant literature. 

Discussion 

Establishments in western Germany have quit rates that are higher, in a 
statistically significant way, than those of eastern German workplaces. 
This relationship holds across two of the logistic regression conducted 
here. A further and possibly related finding is that managers in estab¬ 
lishments in western Germany are also more likely to think that their 
workplace has difficulties in recruiting skilled workers than their coun¬ 
terparts in eastern Germany. To be sure, these problems can to a certain 
extent be overcome by the presence of, in the case of recruiting skilled 
workers, a sectoral agreement, and, in the case of fhe quit rate, a sectoral 
agreement and a works council. This supports the contentions within 
the varieties of capitalism approach that these institutions can help to 
facilitate the provision of firm-specific skills. From the theoretical per¬ 
spective of the varieties of capitalism paradigm, workers with such skills 
are, first, likely to quit less than their colleagues with more general skills, 
as they have fewer employment options in the labour market and, sec¬ 
ond, are likely to find employment in workplaces that are covered by a 
sectoral collective agreement more attractive as they know that collec¬ 
tively agreed wages and conditions will assure them that their employ¬ 
ers are not exploiting their lack of other employment opportunities. (See 
Chapter 2, for more on this.) 

ffowever, it should be noted that these institutions do not seem to 
have any effect on the loss of skilled workers, as none of the three key 
variables is statistically significant in the logistic regression that assesses 
managers' perceptions of the loss of skilled workers in their workplaces 
(see Table 5.4). Equally, however, apart from relatively obvious factors, 
such as firm size and fhe overall quit rate, none of the factors included in 
the logistic regressions would appear to have a positive effect on managers' 
perceptions of the loss of skilled workers. This applies even to those 
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factors that, intuitively, might be expected to limit problems in this area. 
These factors included profit-sharing schemes and wage rates that are 
above those in the sectoral collective agreement. Indeed, wages above 
sectoral collective agreement rates are associated, in two of the samples, 
with an increase in the likelihood that managers will agree with the 
statement that their workplace suffers difficulties in recruiting skilled 
workers. 

As noted in more detail above, this should not, necessarily, be taken to 
mean that higher wages increase the problems associated with the 
recruitment of skilled workers but that difficulties in attractive skilled 
employees to the establishment may lead firms to pay their workers at 
rates above those in the sectoral collective agreement. This could be 
interpreted as suggesting that the institutions that the varieties of capi¬ 
talism paradigm highlights as being of key importance in overcoming 
such difficulties are insufficient to do this. Firms may, therefore, be 
forced to adopt other measures - such as increased pay - in an effort to 
solve them. Whilst this practice may not solve the problem either (see, 
for instance, the results of the logistic regression on the loss of skilled 
workers in Table 5.4), it does suggest that firms are able to innovate to a 
much greater extent than is assumed within the varieties of capitalism 
paradigm. (For more on this, see below.) 

Stronger evidence against the varieties of capitalism paradigm comes 
from the fact that the interaction term designed to capture any comple¬ 
mentarities between works councils and sectoral collective agreements is 
not statistically significant in the majority of logistic regressions and in 
two of the three samples in the ordinary least squares regression. As 
noted in greater detail in Chapter 2, the varieties of capitalism paradigm 
places a great deal of emphasis on the concept of complementarity. 
According to the theoretical expectations of the varieties of capitalism 
paradigm, the effects of one institution that it identifies as important 
will be heightened if another institution that it also assumes to be of 
significance is present as well. This applies to the labour-market institu¬ 
tions of works councils and industry-wide collective agreements. The 
presence of these two institutions within the same establishment 
should, therefore, lead to lower quit rates, fewer problems associated 
with high employee turnover, and fewer difficulties connected to 
recruiting and retaining skilled employees. These expectations are, how¬ 
ever, not supported by the evidence. Only in one of the samples in the 
ordinary least squares regression is the interaction term statistically sig¬ 
nificant. It is, moreover, only statistically significant at the 10 per cent 
level. In the logistic regressions in the area of employee turnover and the 
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recruitment and retention of skilled workers, the coefficients of the 
interaction term are insignificant. This indicates that the possibility that 
there is no association between the interaction variable and the out¬ 
come variables cannot be ruled out. Thus, the evidence does not provide 
strong evidence to support the notion of complementarity. 

On another measure, the varieties of capitalism paradigm may, how¬ 
ever, be on firmer ground. Even though that framework does not explic¬ 
itly deal with employees' motivation, a corollary of many of the 
arguments put forward in the varieties of capitalism framework is that 
employees will be highly motivated if they are employed in establish¬ 
ments that have a works council and that are covered by a sectoral col¬ 
lective agreement. These two institutions should, for example, create 
opportunities for workers to have a greater say in how work is organized. 
They should also limit the ability of employers to act opportunistically 
by, say, reducing wage rates for those workers with firm-specific skills 
who have few outside employment options. Therefore, workers should 
be more motivated. The lAB data set does not deal directly with how 
highly motivated workers are. It does, however, ask managers to agree or 
disagree with the statement that the employees in their workplace are 
insufficiently motivated. In this logistic regression (Table 5.7), the inter¬ 
action term is statistically significant in two of the samples, and the 
coefficient is negative. In other words, managers in those workplaces 
that are covered by an industry-wide collective agreement and that have 
a works council are less likely to think that their employees are insuffi¬ 
ciently motivated. Whilst this evidence supports some of the implica¬ 
tions of the arguments espoused within the varieties of capitalism 
paradigm, it should, once again, be noted that, with one exception (see 
below), these are the only times that this interaction variable is statisti¬ 
cally significant in any of the samples in any of the logistics regressions. 
The emphasis on complementarity may well, therefore, be misplaced. 

If these results provide very little support to the varieties of capitalism 
paradigm, they provide even less support to neo-liberal critiques of 
German labour-market institutions. As noted in more detail above, neo¬ 
liberals would expect that these institutions will - because they protect 
workers and their representatives from any negative consequences of 
their rent-seeking behaviour - have a detrimental effect on a variety of 
establishment-level outcomes. Neo-liberals would, for instance, expect 
both works councils and sectoral collective agreements to increase wage 
costs. This is, in turn, likely to have a negative impact on firms' profits. 
The results of this study do not support these contentions. The evidence 
indicates that there is no relationship between sectoral agreements and 
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works councils, on the one hand, and managers' perceptions of high- 
wage costs in their establishment, on the other. Similarly, in two of the 
samples for fhe logistic regression that assessed institutions and high 
profitability, works councils and sectoral collective agreements did not 
decrease the likelihood that establishments would be highly profitable 
(nor did they increase that likelihood). In one of fhe samples - that of 
esfablishments wifh between 101 and 299 employees - industry-wide 
collective agreements were strongly associated with a lower probability 
of establishmenfs being regarded as highly profifable by managers; how¬ 
ever, those workplaces that were covered by a sectoral collective agree¬ 
ment and that have a works council were weakly associated with an 
increased likelihood that firms would be highly profifable. 

Neo-liberals would also expecf works councils fo be associated with 
levels of employment within establishments that are too high. This view 
is, once again, based on rent-seeking behaviour: works councillors will 
have the means to resist successfully many proposed redundancies. The 
expecfation is that this is likely to lead managers to believe that their 
establishments have too many workers. Once again, however, this view 
is not supported by the evidence. In two of the relevant samples, the 
works council dummy is statistically insignificant. This indicates that 
there is no association between works councils and managers' percep¬ 
tions of excessive staffing levels. In the remaining sample, works coun¬ 
cils are actually - albeit weakly - associated with a reduction in the 
likelihood that managers will believe that their establishment has too 
many employees. 

Overall the results suggest that there is some evidence to support the 
views within the varieties of capitalism paradigm - as well as in a broader 
literature - that works councils and sectoral collective agreements may 
alleviate some personnel-related issue. For instance, both are, in general, 
associated with lower quit rates, and sectoral collective agreements are 
linked with fewer difficulties in recruiting skilled employees. However, 
it should be noted that these explanatory variables are often insignifi¬ 
cant. This does not provide support to the contentions within the vari¬ 
eties of capitalism paradigm. This evidence also refutes neo-liberal 
arguments that works councils and sectoral collective agreements will 
often have a detrimental effect on various measures of firm perform¬ 
ance. There is almost no evidence to suggest that these institutions 
embolden workers' representatives to engage systematically in rent- 
seeking behaviour. 

As already noted, there is very little evidence to support one of fhe 
mosf fundamental tenets in the varieties of capifalism literature that 
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institutions can complement one another. For instance, the interaction 
term that was included in all of the regressions in this chapter to cap¬ 
ture any such complementarities was largely statistically insignificant. 
Moreover, some of the other evidence presented in this chapter does not 
support that framework either. For instance, there is evidence that might 
suggest that firms are innovating in ways that are not foreseen by the 
varieties of capitalism framework. For instance, the difficulties that 
some establishments have in recruiting skilled workers may have led 
many to introduce profit-sharing schemes. 

Even if such profit-sharing schemes were not primarily introduced in 
order to ease the recruitment of skilled workers, these programmes do 
seem to have a positive effect on profitability. In those establishments 
with such schemes, managers are more likely to perceive their workplace 
as being highly profitable. The mere presence of profit-sharing schemes in 
many establishments in Germany - even those that are covered by a sec¬ 
toral collective agreement (see Table 4.8) - poses a serious challenge to the 
varieties of capitalism paradigm not just at an empirical level, but also at 
a theoretical level. The potential presence of profit-sharing schemes in 
many workplaces in Germany and other CMEs is not even considered as a 
theoretical possibility in the varieties of capitalism approach. This reveals, 
first, that that framework presents too rigid a view of workplaces in 
Germany. In short, it does not have sufficient flexibility to cope with 
major variation between establishments in Germany. Second, the pres¬ 
ence of profit-sharing schemes calls into question one of the fundamental 
assumptions of the varieties of capitalism paradigm. As noted in detail in 
Chapter 2, that framework presupposes that it is largely national eco¬ 
nomic structures that are the most important factors in shaping firms' 
strategies. It, therefore, seriously downplays and underestimates the abil¬ 
ity of actors to construct their own institutional environment. 

Third, the presence of profit-sharing schemes oppugns some of the 
main theoretical arguments within the varieties of capitalism paradigm. 
For instance, profit-sharing schemes could be interpreted as being 
largely incompatible with other features of the institutional frameworks 
within CMEs. For instance, profit-sharing schemes may encourage all 
employees within a company to focus on short-term profits. Yet, this 
seems to be incompatible with the supposedly general features of firms 
in CMEs. For instance, such firms are said to rely on patient capital that 
focuses on long-term rather than short-term profits. This is argued to 
lead to a long-term outlook amongst companies. 

Finally, as already noted in Chapter 2, many of the arguments within 
the varieties of capitalism paradigm rely heavily on the concept of 
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complementarity. Yet, this concept may be highly 'fragile' when applied 
to real-world firms as many key institutions may not be in place in 
actual establishments. The fragility of arguments within the varieties 
of capitalism approach seems to be increased yet further if other - 
management-created - establishment-level institutions are also consid¬ 
ered. These institutions may encourage behaviour that is, potentially, at 
odds with that which is said to be promoted by broader national insti¬ 
tutions. Furthermore, although these workplace institutions are, poten¬ 
tially, at odds with other features of the national institutional setting 
(which may suggest, if the varieties of capitalism paradigm is correct, 
that workplaces with them will be less successful), they are associated 
with improved firm performance. In other words, profit-sharing 
schemes are associated with higher perceived profitability. The next and 
final chapter, drawing on all of the evidence presented in this and the 
other chapters of this book, discusses these issues in greater detail. 



6 

Conclusion 


The evidence presented here has shed new light on both the assumptions 
and the empirical implications of the varieties of capitalism approach. 
Not only does the basic evidence about the coverage of key labour- 
market institutions appear to call into question some of the underlying 
assumptions of the varieties of capitalism approach, but so too does 
much of the data on comparative advantages as well as that on the 
effects of works councils and sectoral collective agreements on measures 
related to personnel issues. Similarly, the evidence on complementari¬ 
ties between institutions - which occupies a prominent position within 
the varieties of capitalism approach - does not support the contentions 
within that framework. 

The data presented in Chapter 3 on comparative advantages do not, 
overall, indicate that there are 'cross-national patterns of specializa¬ 
tion' in many sectors as is contended within the varieties of capitalism 
literature. Using a method to assess arguments based on necessity that 
relied on a comparison of odds ratios, this research has shown that 
there is no clear difference between countries classified as either liberal 
market economies (LMEs) or co-ordinated market economies (CMEs) 
in their comparative advantages. Despite the claims within the vari¬ 
eties of capitalism literature that institutions lay the foundations for 
countries' comparative advantages, data on comparative advantage 
have tended to be overlooked within that literature. The proxy that is 
used by Hall and Soskice (2001b) to assess their arguments is patent 
data. Yet, this is a poor proxy, as patents do not necessarily lead to eco¬ 
nomic success later on. Indeed, it is strange that this proxy is used, as 
the sub-title of the 2001 volume on the Varieties of Capitalism makes 
clear that a link is expected to exist between institutions and compar¬ 
ative advantage. 
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To be sure, in some sectors, there may well be links between institutions 
and comparative advantage. An examination of the evidence at the two 
digit level revealed that evidence from some of the sectors, such as the 
'manufactured goods' and 'machinery and transport equipment' indus¬ 
tries, supported contentions within the varieties of capitalism paradigm. 
Despite this, the more rigorous evidence provided by the odds ratios did 
not indicate that relatively clear divisions exist between LMEs and CMEs 
in the type of economic sectors in which they have a comparative 
advantage. Indeed, the odds ratios suggested that there are no clear 
patterns of success in different export markets between CMEs and LMEs. 
This evidence seriously calls into question the fundamental claim of 
the varieties of capitalism approach that there is a clear link between 
institutions and comparative advantage. 

This, in turn, suggests one of three things. First, if companies in CMEs 
and LMEs pursue, respectively, production strategies that are based on 
incremental and radical innovation, the evidence suggests that both 
types of innovators can be successful within the same market. This 
possibility is not, however, considered in the varieties of capitalism par¬ 
adigm. This is a serious omission and is one that highlights a tension 
within that framework. By contending that the institutional frameworks 
of CMEs, such as Germany, can offer advantages to companies, the vari¬ 
eties of capitalism paradigm has sought not only to defend economies 
such as Germany's, but also to argue that there is more than one way for 
national economies to be economically successful. Somewhat paradoxi¬ 
cally, however, by arguing that there is more than one way to economic 
success. Hall and Soskice (2001b) implicitly contend that there is only 
one way to be successful in certain product markets: firms, depending on 
the product market, either have to be incremental innovators or they 
must be radical innovators. Yet, if there is more than one way for countries 
to be economically successful in world markets, could it also not be the 
case that there is more than one way for companies to be economically 
successful in certain product markets? That this is a strong possibility 
is shown by the data from the 'chemicals and related products' eco¬ 
nomic sectors, which show that firms from both LMEs and CMEs can be 
successful internationally. 

Second, if success in a certain product market does depend upon firms 
being incremental innovators, some of the data presented above - 
especially that at the two digit level from the 'power-generating machinery 
and equipment' and 'medicinal and pharmaceutical products' sectors - 
indicate that firms in LMEs may well be able to overcome some of the 
institutional constraints that confront them in order to become 
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incremental innovators. In other words, despite an institutional setting 
that theoretically hinders investments by workers in firm-specific skills, 
UK and US firms may have been able fo implement production strate¬ 
gies that rely on incremental innovation successfully. This either sug¬ 
gests that firms in LMEs have been able fo draw on other resources, such 
as broadly based employee share ownership schemes (which do not play 
a prominent role in the varieties of capitalism framework, but which 
may foster a commitment amongst employees to their employer), or it 
suggests that they have been able to develop what Crouch and Farrell 
(2002: 7) have termed 'previously unknown capacities'. That is, they 
have been able to use existing institutions in new ways that were not 
foreseen by the varieties of capitalism paradigm. 

A third possibility combines the two previous explanations: success in 
certain markets does not depend on being a radical or an incremental 
innovator but both, and the type of innovafion carried ouf does nof 
depend on the institutional framework in which firms operate. This may 
mean that radical and incremental innovators are able to operate within 
the same country in a complementary way. Indeed, just such a mutually 
supportive mixture of radical and incremenfal innovafors has been sug¬ 
gested for the United States by Baumol (2004). He has argued that the US 
economy derives its innovations from two sources that are not substitutes: 
first, from the routine activities of large firms and, second, from inde¬ 
pendent inventors and their entrepreneurial partners. Entrepreneurs 
specialize in radical breakthrough innovations, and the research and 
development departments of the larger firms creafe fhe cumulafive 
(incremental) enhancements to these radical innovations. Such a theo¬ 
retical approach can be an important stepping stone in explaining why 
it is potentially the case that companies in LMEs can adopt strategies 
that rely on incremental innovation. 

Does the varieties of capitalism paradigm 
present an accurate picture of Germany? 

As noted in more detail in Chapter 3, the evidence presented on com¬ 
parative advantage assumed that establishments in, say, Germany and the 
United Kingdom adhered very closely to the type of firm that is assumed 
to be the most common in, respectively, CMEs and LMEs. This is, as 
noted in greater detail in Chapter 2, one of the implicit assumptions of 
fhe variefies of capitalism paradigm. In order to explore in more detail 
the potential link between institutions and outcomes, data on the 
spread of imporfant labour-market institutions, such as works councils 
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and sectoral collective agreements, within establishments in Germany 
was presented in Chapter 4. The evidence presented there suggests that 
the varieties of capitalism approach should be complemented by more 
fine-grained analysis that focuses on firm-level structures. National 
economic characteristics, such as sectoral collective agreements and 
works councils, that are, in the varieties of capitalism approach, pre¬ 
sumed to pervade the majority of companies do not capture sufficiently 
firm-level variation, as these national institutions are often 'missing' 
within establishments. 

The figures, therefore, raise the issue of how accurate the portrayal of 
Germany - the paragon of a CME - is in much of the varieties of capi¬ 
talism literature. For instance, in the introductory chapter to the edited 
volume on Varieties of Capitalism, Hall and Soskice (2001b) do not even 
note the uneven spread of these institutions (both within and across 
sectors) that are, for them, of cardinal importance. Such nuances may, 
however, be highly important for the interpretation of the data. For 
instance, even though, as seen above, in certain economic sectors, such 
as the 'manufactured goods' and 'machinery and transport equipment' 
industries, there may well be patterns in comparative advantage 
between CMEs and LMEs, at the moment, it is impossible to discern 
whether, for example, it is those firms that do not have collective agree¬ 
ments that are responsible for the majority of exports or whether it is 
those firms that, though covered by a sectoral collective agreement, 
overpay their workers that export the most. 

Institutional variation is mirrored in outcomes that differ from the 
anticipations of much of the literature. For instance, workers, even 
though they are in establishments covered by a sectoral collective agree¬ 
ment, are often paid at rates substantially higher than those in such 
agreements. This is especially true within sectors that have traditionally 
been seen as strengths of the German economy (chemicals and motor 
vehicles). This indicates that German companies that are successful in 
international product markets may not conform very closely to the type 
of firm that is, in the varieties of capitalism literature, assumed to be the 
most common in CMEs - even though close conformity to that type of 
firm is thought to increase the chances of economic success. 

The data on the spread of institutions within establishments in 
Germany also highlight the potential that exists for companies to pursue 
strategies that do not conform to the theoretical expectations of the 
varieties of capitalism paradigm. For instance, in some of the economic 
branches that are of importance in the varieties of capitalism paradigm, 
such as the 'machinery' and 'electrical equipment' sectors, the use of 



142 The Varieties of Capitalism Paradigm 


sectoral collective agreements is less widespread than is assumed to be 
the case within that literature. Moreover, even those firms that do sign 
up to collective agreements often pay their workers more than the (min¬ 
imum) rates set out in the relevant collective agreement. This undermines 
one of the key assumptions of the varieties of capitalism paradigm that 
collective agreements will facilitate firm-specific skills as one of the 
main means of poaching workers (paying workers more) has been 
removed. 

Indeed, workers who are covered by the terms and conditions of an 
industry-wide collective agreement are the most likely to be paid at rates 
above those in the relevant collective agreement. Therefore, sectoral 
collective agreements do not necessarily perform the function that they 
are assumed to in the varieties of capitalism paradigm. In other words, 
such agreements may not limit firms' abilities to poach workers from 
their rivals. This interpretation of the data is reinforced by the fact that, 
in many sectors including the 'chemical industry', 'motor vehicle 
production', and the 'precision instruments and optical goods' sectors, 
if workers are 'overpaid', the payments are higher, on average, if workers 
are covered by a sectoral collective agreement than they are if the workers 
are not covered by such an agreement. Further evidence against the 
varieties of capitalism paradigm comes from the fact that there is an 
association in many sectors, including the 'chemical industry' and 
'motor vehicle production' industries, between wage rates that are above 
those in the relevant sectoral collective agreement and higher export 
ratios. In other words, establishments that pay their workers at rates 
above those in the industry-wide collective agreement sell, on average, 
more of their production abroad than those that do not. This clearly 
contradicts some of the important assumptions within the varieties of 
capitalism paradigm that link certain institutions (and, therefore, certain 
behaviour) to economic success. In the varieties of capitalism paradigm, 
one of the expectations is that the firms that conform most closely to 
the theoretical models will be the successful exporters. This does not, 
however, appear to be the case. 

Further evidence that calls into question the varieties of capitalism 
paradigm is the extent - in terms of the coverage rates for employees 
and establishments - of profit-sharing schemes. For instance, a majority 
of workers in the 'motor vehicle' industry are employed in establish¬ 
ments that have a profit-sharing scheme in place. In the 'chemical 
industry' just under 50 per cent of all employees are employed in such 
establishments. In other words, employers in Germany have been able 
to introduce relatively new incentive schemes alongside more traditional 
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labour-market institutions. This suggests not only that 'institutional 
variability' is greater in Germany than it is assumed to be in the varieties 
of capitalism literature, but also that key institutions do not necessarily 
constrain actors to the extent that that framework assumes that they do. 
To put this another way, actors - that is, employers and managers - may 
have been able to innovate in ways that are not foreseen by the varieties 
of capitalism paradigm. As noted above, the varieties of capitalism para¬ 
digm assumes that national institutions are the most important factors 
in determining outcomes at the firm level. Therefore, the great variability 
in the institutions that are present in individual establishments may 
signal, first, that actors' ability to innovate is greater than is assumed to 
be the case in the varieties of capitalism approach and, second and con¬ 
sequently, that firms' strategies are less contingent upon national insti¬ 
tutions than the varieties of capitalism framework presupposes. 

The latter point is illustrated by the data on profit-sharing schemes, 
which are present in establishments that employ, in some sectors, over 
two-fifths of all employees. Clearly, profit sharing can act as an incen¬ 
tive to current workers to increase their output. It may also act as an 
incentive for workers to move from establishments that do not offer 
profit sharing to ones that do. It may, therefore, be evidence of a desire 
amongst companies to attract or poach (skilled) workers from their 
rivals. This practice is, obviously, not anticipated within the varieties of 
capitalism paradigm. Indeed, the possibility that firms may be able to 
combine profit sharing with an industry-wide collective agreement is 
not even countenanced in that approach. 

Furthermore, works councils and profit-sharing schemes could be 
seen as being incompatible. If, as is argued in the varieties of capitalism 
approach, works councils help to promote investments in firm-specific 
skills and, thereby, facilitate a long-term view amongst workers of their 
employment prospects with their employer, the presence of profit-sharing 
schemes may undermine that. For example, if workers and managers are 
rationally myopic, they may favour short-term benefits over long-term 
ones, even though those long-term gains may be higher. In other words, 
profit-sharing schemes may undermine the long-term perspectives of 
both managers and workers. This long-term perspective is said to be a 
key feature of establishments in Germany and other CMEs. It is also 
argued to be an important contributory factor in explaining German 
companies' successes in incremental innovation. 

On the other hand, an alternative interpretation of this combination 
of profit-sharing schemes and sectoral collective agreements may support 
the varieties of capitalism paradigm. For instance, such a combination 
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may be interpreted as increasing the commitments that employers make 
to their staff (Becker and Gerhart, 1996; Huselid, 1995; Milgrom and 
Roberts, 1995). Furthermore, it could be argued that some workers with 
firm-specific skills would welcome profit-sharing schemes if it made it 
possible for them to increase their earnings, as this would compensate 
them for their lack of opportunities on the open market. Therefore, one 
interpretation of the evidence could be that works councils are not 
incompatible with profit-sharing schemes. Indeed, it could be argued 
that works councils are complemented by such schemes. 

Regardless of whether management-initiated institutions, such as 
profit-sharing schemes, complement existing structures or undermine 
them, important issues are raised that are not addressed in the varieties 
of capitalism paradigm. As noted in detail in Chapter 2, that framework 
assumes that it is national institutions that are the most important in 
determining firms' strategies. Real-world evidence, however, suggests 
that the picture is more complicated. Institutions that have their origins 
in national legislation as well as those that have been introduced 
by managers are present in establishments. These institutions may 
complement or undermine one another. 

The descriptive data in Chapter 4 were supplemented by regression 
analyses, the results of which were presented in Chapter 5. Overall the 
results of the regression analyses suggest that there is some evidence to 
support the views within the varieties of capitalism paradigm - as well as 
in a broader literature - that works councils and sectoral collective agree¬ 
ments may alleviate some personnel-related issue. For instance, both 
are, in general, associated with lower quit rates, and sectoral collective 
agreements are linked with fewer difficulties in recruiting skilled 
employees. However, it should be noted that these explanatory variables 
are often insignificant; this does not provide support to the contentions 
within the varieties of capitalism paradigm. 

There is very little evidence, however, to support one of the most fun¬ 
damental tenets in the varieties of capitalism literature that institutions 
can complement one another. For instance, the interaction term that 
was included in all of the regressions in Chapter 5 to capture any com¬ 
plementarities between works councils and sectoral collective agreements 
was largely statistically insignificant. In other words, the hypothesis that 
this interaction or complementarity does not influence quit rates or any 
of the personnel problems examined in Chapter 5 cannot be rejected. 

Furthermore, as already noted above, many of the arguments within 
the varieties of capitalism paradigm rely heavily on the concept of com¬ 
plementarity. Yet, this concept may be highly 'fragile' when applied to 
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real-world firms as many key institutions may not be in place in actual 
establishments. The fragility of arguments within the varieties of capi¬ 
talism approach that are based on this concept seems to be increased yet 
further if other - management-created - estahlishment-level institutions 
are also considered. Such institutions may encourage behaviour that is, 
potentially, at odds with that which is said to be promoted by broader 
national institutions. Furthermore, these workplace institutions though, 
potentially, at odds with other features of the national institutional 
setting are associated with improved firm performance: profit-sharing 
schemes are, for example, associated with higher perceived profitability. 
Indeed, it could even be the case that management-initiated structures 
have heen introduced to undermine those that are largely required by 
law, such as works councils. Such a possibility then raises issues of how 
well institutions that are potentially being undermined can comple¬ 
ment other institutions. For instance, can works councils that are being 
undermined complement sectoral collective agreements? Moreover, it 
may even be the case that managers do not have to introduce new 
institutions to undermine existing ones, as they might be able, for 
example, to subvert works councillors directly from their duties of 
representing the interests of workers by offering them pecuniary or non- 
pecuniary inducements. In other words, the effects of institutions 
are likely to depend on actors' attempts to reinforce or sideline those 
institutions. 

Moreover, even if managers do not innovate either by introducing new 
institutions or by adopting measures to undermine in an active way 
institutions, the data strongly suggest that the way that managers 
respond to their institutional settings varies from establishment to 
establishment. This is shown by the fact that institutions often do not 
have a consistent effect across all regression samples. This strongly suggests 
that not all works councils are the same. This point was first made by 
Kotthoff (1981). He noted that, in a sample of 60 companies, two-thirds 
of the works councils did not represent the interests of workers ade¬ 
quately. To be sure, in a follow-up study of the same companies, 
Kotthoff (1994) found that this figure had fallen to one-third. Despite 
this, these findings suggest that not all works councils may be in a 
position to carry out their duties effectively. This indicates that works 
councillors' abilities to constrain opportunistic behaviour by managers 
may be inadequate; this, in turn, may mean that managers do not pro¬ 
vided sufficiently credible commitments to workers that they will not be 
exploited if they invest in firm-specific skills. In such a situation, these 
investments are unlikely to take place. The different abilities that works 
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councils have to carry out their duties may, therefore, help to explain 
the fact that there are no logistic regressions in which the works council 
variable is statistically significant across all three samples. (The works 
council variable is statistically significant in all three samples of fhe 
regression analysis of quit rates.) However, this variation in the ability of 
works councils to carry out their duties is not given sufficient promi¬ 
nence in the varieties of capitalism paradigm. In that framework, it is 
assumed that all works councils will be able to gain sufficiently credible 
commitments from managers that will constrain managers' abilities to 
behave opportunistically. 

Another issue that is highlighted by the inconsistent effects of works 
councils on various personnel-related outcomes is the reactions of other 
actors to them. This issue was first raised by Freeman and Medoff (1984) 
in their examination of fhe effects of unions on firm performance. As 
well as noting the potential benefits of unions. Freeman and Medoff 
(1984) also drew attention to the fact that the actual effects of unions 
would depend heavily on managers' reacfions to them. They termed 
these reactions 'institutional response'. Not surprisingly, the ability of 
works councillors to gain credible commitments from managers is likely 
to depend upon managers' willingness to undertake such commitments. 
As noted in greater detail in Chapter 2, these commitments form part of 
the important theoretical arguments within the varieties of capitalism 
paradigm, as they help to facilitate, in CMEs, investments in firm-specific 
skills by workers. Without these commitments, workers are unlikely to 
undertake such investments. Therefore, although not noted by Hall and 
Sosklce (2001b), the different responses that managers have to works 
councils (and sectoral collective agreements) may help to explain the 
lack, in many instances, of strong evidence from the logistic regressions 
in favour of fhe varieties of capitalism paradigm. 

One way to account for the different responses of managers to works 
councils (and, by extension, sectoral collective agreements) is to note 
that managers' views on the potential benefits of works councils will 
vary. For instance, whilst some managers may view them favourably as 
a means fo overcome personnel problems (as perceived by managers), 
others may, for instance, see them as a hindrances that are likely to cre¬ 
ate more problems than they solve. In other words, managers' views of 
works councils and sectoral collective agreements are likely to mirror 
those of analysts whose arguments were set out in detail in Chapter 2. 
Managers, like analysts, will then have different views about the potential 
benefits of works councils. This is nothing new. As Dyson (2002) has 
noted, there has been a longstanding debate on economic policy in 
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Germany between ordo-liberals and those who call for the state to establish 
non-market institutions (see also, Busch, 2005). 

Yet, such conflicts are not noted in the varieties of capitalism 
paradigm. This is somewhat paradoxical as the varieties of capitalism 
literature can be viewed, ultimately, as an attempt to change people's 
ideas about non-market institutions, such as works councils and sectoral 
collective agreements, that are commonly found in CMEs. As nofed in 
Chapter 1, such institutions have come under a great deal of scrutiny of 
late as a result of the increasing competitive pressures on establish¬ 
ments. As also noted, the varieties of capitalism paradigm has sought to 
show that such institutions can actually contribute to firms' successes in 
international product markets. Therefore, fhe downplaying of the role 
of ideas - and the way in which ideas interact with institutions - is 
somewhat surprising. (For more on 'ideational institutionalism', see 
Hay, 2004.) 

In neglecting the role and Importance of ideas in their framework. 
Hall and Soskice (2001b) have assumed fhat employers/managers have 
fhe requisite cognitive skills to appreciate the opportunities that are 
afforded to them by the institutional framework (see also, Streeck, 2004a: 
428-30) and, indeed, thaf employers had appreciated these opportuni¬ 
ties even before analysfs had set them out in a systematic fashion. To be 
sure, certain institutional advantages that are highlighted within the 
varieties of capitalism literature are also recognized by employers as hav¬ 
ing benefits. For instance, the Bundesvereinigung der Deutschen 
Arbeitgeberverande (BDA) has noted that sectoral collective agreements 
can lower the transaction costs to firms of negotiating pay and condi¬ 
tions with their employees; however, what such organizations have not 
noted is the relatively complex interplay between institutions and out¬ 
comes in certain product markets, which must surely be the case if the 
varieties of capitalism approach is correct. 

This downplaying of the role of ideas has a further consequence. In 
adopting a primarily deterministic interpretation of the effects of insti¬ 
tutions on outcomes, writers who favour the varieties of capitalism par¬ 
adigm rule out the possibility of actors being able to resolve problems of 
co-ordination in other ways. So, they assume that managers need to use 
'formal' institutions, such as collective agreements and works councils, 
to pursue successfully sfrategies based on incremental innovation. That 
is to say, in the varieties of capitalism literature, the only way to achieve 
these credible commitments is by using the formal instifufions, and 
employers cannot either achieve them informally or devise some other 
means by which to achieve the same result. 
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The neglect of the importance of ideas also overlooks the opportunities 
that actors have to change the function of institutions without changing 
their 'appearance'. In such situations, actors may use existing institutions 
for new purposes. For instance, Menz (2005) has noted that aspects of 
bargaining that were once handled at the sectoral level are now being 
negotiated at the company level - often by works councillors. Thus, 
whilst this practice has occurred without the complete erosion of industry¬ 
wide collective bargaining, works councils may be taking on a new role. 
In short, behavioural change may occur within the context of institu¬ 
tional continuity (see, for instance, Dyson and Padgett, 2005). 

The varieties of capitalism paradigm can overlook the importance of 
ideas - and the way that these may influence behaviour - because, as 
outlined in detail in Chapter 2, it assumes that preferences (or ideas) are 
shaped by institutions. Yet, as also noted above, not all analysts adopt 
such a view of companies. Within transaction cost economics compa¬ 
nies' preferences are largely determined independently of the national 
institutional setting. Therefore, the institutional needs of companies are 
mainly dependent on the type of strategy that the company wishes to 
pursue as well as by the attendant skills (firm-specific or more general 
ones) that workers need in order to implement such a strategy successfully. 
This important distinction between the varieties of capitalism paradigm 
and transaction cost economics has been overlooked in the research 
strategies of those who have attempted to validate the claims of the former 
approach. In light of the affinities between the two approaches in other 
areas (see Chapter 2), this is a grave omission. In other words, whilst it is 
important to examine the varieties of capitalism, it might be more 
important to examine the varieties affirms and the varieties of strategies 
they adopt. Such an examination should also consider how different 
establishments become successful both within and across different prod¬ 
uct markets. The role of institutions - at the establishment level that 
have been set up by employers and workers (with state backing) - in 
contributing to the success of different strategies should, similarly, be 
carefully considered. This is especially true as the analysis at the estab¬ 
lishment level that has been carried out here strongly suggests that the 
claims made in the varieties of capitalism paradigm are inconsistent 
with much of the data. 

In general, the research conducted here suggests that the ability of 
actors to shape outcomes is much greater than it is assumed to be within 
much of the varieties of capitalism literature. This is despite the fact that 
the varieties of capitalism paradigm proclaims to be an actor-centred 
approach. Actors may shape the outcomes in a two main ways. First, 
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actors, such as managers, can - by, for instance, introducing profit-sharing 
schemes - alter the institutional context in which they and others - that 
is, workers - operate. Second, actors can mould existing institutions to 
new purposes that meet their preferences more closely. These activities 
can lead, as seen in Chapter 4, to substantial variation between estab¬ 
lishments. However, the largely static varieties of capitalism paradigm 
assumes a high degree of uniformity. This fails to take into consideration 
significant levels of variation, first, between establishments - even those 
within the same branch of the economy - and, second, between sectors. 
As noted above, this variation is not restricted to labour-market institu¬ 
tions, but also covers sources of capital (Liitz, 2004, 2005). Whilst the 
evidence does not, therefore, support the varieties of capitalism paradigm, 
it does provide some support to arguments within transaction cost 
economics that are based on the assumption that actors are capable of 
shaping the environment in which they operate. 

A further consequence of this greater focus on actors is that the views 
of actors - especially those of individual managers - come to the fore. 
Managers' perceptions of the potential costs and benefits of specific 
institutions are likely to be coloured by debates on increased interna¬ 
tional competition, Europeanization, and Germany's poor economic 
record - especially, in terms of growth and employment - over the past 
decade. This has the potential to become a self-fulfilling prophecy: as 
the merits of institutions that have been typically associated with the 
German economic model are called into question, managers may seek to 
undermine them. This, is turn, may undermine their efficacy, and the 
effects of institutions, such as labour-market ones, are likely to become, 
as has been seen, insignificant. 

The Varieties of Capitalism Literature 
and Germany's Poor Economic Performance 

The varieties of capitalism literature can be set against this backdrop of 
debates about the future direction of German economic policy, broadly 
defined. The varieties of capitalism paradigm is, in essence, an attempt by 
Hall, Soskice, and others to defend the German economic model - as 
well as similar ones that do not conform closely to the precepts of neo¬ 
liberal economics - against calls for deregulation. This defence is largely 
based upon the idea that non-market institutions can offer benefits to 
firms operating in certain product markets. In other words, institutions 
can lay the foundations of comparative advantage. Such arguments offer, 
therefore, an optimistic assessment both of Germany's current situation 
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and its future. Germany's success in certain international product markets 
would be hard for firms operating in LMEs to emulate as these firms lack 
fhe necessary supporfing institutions that facilitate exports in those 
markets. The data presented in Hall and Soskice (2001b) suggest that 
success in these markets could provide Germany with levels of growth 
and employment that were comparable to those in important LMEs, 
whose institutions were argued to lay the foundations for success in dif- 
ferenf infernational product markets. 

At a theoretical level, this, however, poses a conundrum. On the one 
hand. Hall and Soskice (2001b) argue that there is more than one way 
for countries to be economically successful. On fhe other, they contend 
that there is only one way to be successful in certain product markets. As 
already noted, this latter proposition may not hold true in many eco¬ 
nomic sectors. Moreover, the varieties of capitalism paradigm assumes 
that all firms within a country can adapt to the national economic 
model and, thereby, become successful in markefs in which success is 
said fo be characferized eifher by incremenfal innovation or by radical 
innovation. This, however, raises a number of issues fhat are nof explicitly 
addressed within the varieties of capitalism literature. Within that liter¬ 
ature the costs to firms - in fhose secfors fhat do not have a revealed 
symmetric comparative advantage (RSCA) - of having to operate in a 
CME environment (instead of eifher an LME or an indeterminate insti¬ 
tutional setting) are not taken into consideration. It is, however, 
assumed that the aggregate benefits outweigh the aggregate costs. The 
varieties of capitalism literature does not, therefore, address the costs to 
firms that remain in existence, but that do not benefit from, say, fhe 
German economic framework in terms of success in international markets. 
Similarly, writers within the varieties of capitalism literature have failed 
to take into consideration the absence of fhose companies that might 
exist within a different institutional environment. 

In other words, the varieties of capitalism paradigm does not consider 
the effects that different institutional frameworks might have on the 
number of firms in existence. Relatedly, the varieties of capitalism para¬ 
digm does not consider the impact of different institutional frameworks 
on employment levels in an era of increased and increasing inferna¬ 
tional trade and investment and, hence, competition. This is a serious 
omission as unemployment In Germany was high throughout the 
1990s, and it looks set to remain that way for the first decade of fhe 
2000s. (The large increases, first, in employment figures in fhe late 1990s 
and, second, in unemployment figures in 2005 were largely due fo 
changes in the definition of those in/out of work than they were to any 
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fundamental change in the number of those (un)employed.) Thus, 
whilst those institutions that are highlighted in the varieties of capitalism 
paradigm may 'fit' certain production strategies in firms, they may 
suppress overall levels of employment. To be sure, manufacturing 
employment in Germany is still relatively high. However, employment 
in the low-wage service sector is very low (Scharpf and Schmidt, 2000). 
What much of the varieties of capitalism literature lacks is a discussion 
of whether these two outcomes may, in some way, be connected. 

The downplaying within the varieties of capitalism literature of the 
unemployment problem in Germany has important implications for an 
assessment of that paradigm. This is because unemployment can have 
serious repercussions, first, for welfare programmes, and, second, for the 
budget. For instance, unemployment benefits and pensions are, to varying 
degrees, paid for by those in employment and by companies. Therefore, 
the higher the rate of unemployment, the higher, on average, employees' 
and employers' contributions towards unemployment insurance will be. 
Similarly, the lower the rates of employment, the higher pension contri¬ 
butions will be (or the lower pensions themselves will be). For instance, 
unemployment contribution rates were 3 per cent of gross wages in 
1981; in 2003, they were 6.5 per cent. Similarly, pension contributions 
have increased from 18.5 per cent in 1981 to 19.5 per cent in 2003 
(Streeck and Trampusch, 2005: 177). (See Trampusch, 2005 for more 
information on how various contribution rates have changed over the 
past few decades.) These increases, obviously, raise firms' employment 
costs. Ceteris paribus, they will decrease firms' demand for labour. 

Pensions and unemployment benefits are not just paid for by employees 
and companies. Some general tax revenues are also used to provide these 
benefits. Given the low levels of employment, the extent to which gen¬ 
eral tax revenues have been drawn upon in Germany is relatively high. 
For instance, the federal subsidy to the pension insurance scheme 
increased from approximately 18 per cent of the total revenue of that 
fund in 1981 to about 26 per cent in 2003. Similarly, federal subsidies for 
unemployment assistance represented just over 10 per cent of the total 
expenditure of the unemployment insurance fund in 1981; in 2003, this 
subsidy had risen to be equivalent to just over 31 per cent of the 
total expenditure of the unemployment insurance fund (Streeck and 
Trampusch, 2005: 178). Such increases in federal subsidies to various 
welfare programmes have contributed towards high budget deficits in 
Germany (cf. Deeg, 2005b). Whilst Germany's budget deficit is not par¬ 
ticularly high compared to that of many other countries, it has risen 
sharply since 2001 (Deeg, 2005b). 
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This has implications for the sustainability of welfare schemes and 
Germany's budget deficit; these are significant problems that stem, in 
part at least, from Germany's high levels of unemployment. Therefore, 
even if the contentions of the varieties of capitalism paradigm that the 
institutions of the German economic model do lead to success in certain 
product markets are accepted, these institutions would also appear to be 
associated with high levels of unemployment and, correspondingly, low 
rates of employment. These have significant repercussions for the eco¬ 
nomic model itself. In short, will the burdens caused by high levels of 
unemployment lead to significant deregulation? (See Streeck, 2004b, for 
more on this issue.) This is an important question that is not overtly 
addressed in much of the varieties of capitalism literature. 

These three interrelated problems of high non-wage labour costs, high 
unemployment and large budget deficits are, however, by no means 
easy for politicians to solve. If non-wage labour costs are to be reduced 
in an effort to increase employment, entitlements will have to be cut or 
contributions will have to be shifted away from employers to employees 
so that they become responsible, for example, for their own pensions. 
Alternatively, welfare programmes will have to be financed to a far 
greater degree from general taxes (Streeck and Trampusch, 2005: 175-6). 
However, given the nature not only of political parties, but also of the 
political system in Germany, any major changes in this area are highly 
unlikely (Green and Paterson, 2005b; Katzenstein, 1987). Change is also 
likely to be inhibited by a Grand Coalition at the federal level that 
includes members of the Social Democratic and Christian Democratic 
parties. Whilst Germany's mode of governance may have served it well 
in the past (Harding and Paterson, 2000), it may prevent relatively major 
reforms, which are, arguably, now necessary, from being undertaken (see 
Green and Paterson, 2005a for a discussion of this issue). 

Evidence from the 1990s and 2000s suggests that reforms in the areas 
of pensions and, thus, non-wage labour costs are likely to be relatively 
minor. For instance, an attempt to introduce more private pension 
provision by the then Labour Minister, Walter Riester, which was ini¬ 
tially intended to be mandatory for all employees so that public pension 
provision could be reduced, ended up being an optional, supplementary 
pension that was subsidized by the state (Streeck and Trampusch, 2005). 
Thus, even though one of the initial goals of the reform had been to 
reduce non-wage labour costs, the reform actually ended up increasing 
federal outlays. Faced with such difficulties to pass relatively major 
reforms, it is, perhaps, not surprising that the federal government 
adopted short-term measures, such as reducing the mandatory reserves 
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that public pension funds must hold and paying out pensions at the end 
rather than the start of the month, just to keep contribution rates in 
check. 

The failure of politicians to reduce non-wage labour costs means that 
companies are still faced with significant opportunity costs. Instead of, 
for example, being able to invest in research, development, training, 
and marketing, firms must spend substantial sums of money on social 
security contributions. Such outlays will reduce the financial werewithal 
that German companies have to invest in new products and services. 
This lack of investment could undermine their future competitiveness 
of German companies. Indeed, there are some indications that Germany 
is beginning to fall behind other countries in high-technology sectors 
and in high-value added products (Kitschelt and Streeck, 2004). Yet, 
such issues as well as the ability of firms in Germany to compete not 
only against those companies in the new member states of the European 
Union, but also those in Asia are not explicitly addressed in the varieties 
of capitalism paradigm. 

Despite the lack of any fundamental changes that have been brought 
about by politicians, much of the evidence presented here suggests that, 
potentially, significant changes are taking place at the workplace level in 
Germany. In other words, the relatively uniform characteristics of estab¬ 
lishments in Germany are changing dramatically. Variation in institu¬ 
tions and the increasingly contested nature of the possible benefits of 
institutions suggest that a 'hybrid' model of German capitalism is emerg¬ 
ing (Dyson and Padgett, 2005; Tiiselmann, 2001; Tiiselmann and Heise, 
2000). This hybrid may resemble, in some respects - such as the almost 
universal presence of works councils and industry-wide collective agree¬ 
ments in large establishments - the model of Germany that, first, pre¬ 
vailed in the 1970s and 1980s, and that, second, strongly flavours the 
portrayal of Germany in the varieties of capitalism paradigm. In other 
respects, however, German establishments may be becoming more akin 
to those in the United Kingdom and the United States. On the latter, for 
instance, profit-sharing schemes are quite extensive in economic sectors 
that have formed mainstays in Germany's export success for a number 
of years. 

The extent to which such hybrid establishments are successful is likely 
to depend upon the ability of actors (including managers, workers' 
representatives, and workers) to combine the various institutions together, 
so that they form a coherent - or complementary - whole. As noted 
throughout this book, the ways in which various institutions can be com¬ 
bined in complementary ways will depend upon the creativity of actors. 
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This creativity may well, however, be far greater than that anticipated in 
the varieties of capitalism approach. 

Furthermore, given the high levels of pension, health, and unemploy¬ 
ment contributions that are paid by employers and given the negative 
consequences that these will have on employment, this creativity - 
whilst, in the short term preserving the institutions of the archetypal 
German economic model - may lead to practices, such as the tacit break¬ 
ing, at the workplace level, of minimum wage rates set out in sectoral 
collective agreements, that may, ultimately, undermine those very insti¬ 
tutions that are of central importance in the varieties of capitalism 
paradigm. It remains to be seen, however, whether such developments 
herald a more neo-liberal German economic model or whether they will 
bring about a new German economic model that will remain as distinct 
from the US and UK varieties of capitalism as Modell Deutschland was in 
the 1970s and 1980s. 
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